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Taxation Section 
Edited by J. A. L. GUNN, F.1.c.A. 


War-TIME (CoMPANY) TAX 
n the December, 1942, issue of the journal it was explained that 
Commonwealth War-time (Company) Tax Assessment Act had 
n amended by Act No. 52 of 1942, to the following effect: 
The definition of “taxable profit” now provides for a deduction 
from the taxable income of so much of any State or Territorial 
income tax for which a company is liable and which is paid by it 
in the accounting period as is not deductible in ascertaining the 
taxable income of any year, and 
for the purpose of calculating the taxable profit, Commonwealth 
income tax payable for income. year ended June 30, 1942, or 
substituted accounting period shall be deemed to be 4/- in £, in 
lieu of the rate actually payable, viz., 6/- in £. 
Zhe examples, appearing on pages 554 to 558 of the December, 1942, 
Bie of the journal, illustrating the effect of the new provisions in 
Bpect of ascertaining the undistributed income of non-private com- 
ies, are not in accordance with the amended provisions explained 
love and on pp. 575 and 576 of the December issue. 
n the example appearing on page 555, War-time (Company) Tax 
able should have been calculated as follows: 
Capital employed 


Taxable income .. .. 
Less: Commonwealth ordinary income tax 
payable— 
£50,000 at 4/- in £ (not 6/- in £) 
1941 New South Wales income tax paid 
1941 New South Wales Division 9 tax 
paid 


) Taxable profit . ere ee 

Less percentage ‘standard. al per cent. of £500,000 

Excess of taxable aed 1:78 per cent. on capital 
employed .. 


per cent. of capital employed .. .. .. £5,000 at 
emainder of excess .. .. .. .. .. .. -. 3,900 at 12% 


£8,900- 
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War-time (Company) Tax payable in example (2), appearing on 
pp. 556 and 557 of the December issue, requires to be similarly amended, 
as follows: 


Capital employed .. .. .. 2. 2. 22 22 oe oe oe os £300,000 





we as: — 
oa 














Taxable income .. .. swe on 1 
Less Commonwealth ordinary income tax a 
payable— . * 
£50,000 at 4/- in £ .. .. «5 «2 oe oe «- £10000 Doll 
1941 New South Wales income tax paid 11,250 es 
1941 New South Wales Division 9 tax ' 
EE ke eecma th Ma aaCew at oe ee tee 625 
~ 21,875 Z 
Taxable profit i £28,125 ; 
Less percentage standard—5- per cent. of £300,000 15,000 3 
3 
Excess of taxable seit 4-375 per cent. on capital . 
employed . are ere rer aa pS 
4 per cent. of capital employed .. .. .. £12,000 at 15% = £1,800 9 
Remainder of excess .. .. .. .. .. -. 1125 at 0% = I7@ 
£13,125 £21378 
effe 


As the super tax paid, £2,250, is higher than the War-time (Com- ; 
pany) Tax payable, £2,137, the company will not be subject to — 


War-time (Company) Tax. me 

0 
Pay-Rott Tax in | 

Travelling Allowances in 
The Board of Review has recently held that where employees provide 2PP 
their own motor cars and receive an allowance from the employer, the “ 

full amount of such allowance is subject to Commonwealth pay-roll tax. 

The Board has thus upheld the Departmental practice in regard to aS 
assessment of travelling and similar allowances to employees. rns 
UNDISTRIBUTED INCOME OF PrivaTE CoMPANY y 

. . . . J 
Deduction of Dividends Paid Out of Taxable Income £10 
Section 103 (2) (f) of the Principal Act provides that, for the I 
purpose of Division 7, where dividends are paid either wholly or in del 
part out of the net profits of a company of the year of income and those bee 
profits are partly liable to and partly exempt from Commonwealth app 
income tax, the amount of dividends paid out of the taxable income of am 
that year shall be deemed to be the amount which bears the same or 1 
proportion to the total amount of dividends paid out of those profits I 


as that portion of the net profits of the year of income which is liable 
to Commonwealth income tax bears to the total net profits of the 
company of the year of income. 


Example: 
Trading profits of resident private ad .. .. £40,000 
Exempt gold mining profits .. .. .. .. .. .. .. .. 8,000 


Net profits of company for year ended June 30, 1942 £48,000 
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Assume the trading profits and the distributable in- 


ee ae We OE ne ds: 4s: an. we, we els da? ea eee 
Seficsent distribution .. .. .. cs cs ss cc cs ee 640800 


The company within six months of the close of the income year paid 
a dividend of £36,000 wholly out of the net profits of that year. 

The dividend of £36,000 is apportionable under s. 103 (2) (f) as 
follows : 


Deductible in ascertaining undistributed amount— 








40,000 : 

48,000 as «san oo 06 em ee 
Not deductible— 

8,000 

48,000 0 a 
Sufficient distribution as above .. .. .. .. .. .. £40,000 
Dividend deemed to be paid .. .. .. .. .. .. .. 30,000 


Undistributed amount subject to additional tax under 


0 =e a a a ee 


Section 103 (2) (f) of the 1936-1941 Act contained a proviso to the 
effect that s. 103 (2) (f) was not to apply to the profits or income 
specified in s. 44 (2) (b), (c) or (d) where a dividend was paid wholly 
and exclusively out of the profits or income so specified. The effect 
of this proviso was that if a company paid a dividend, however small 
in amount, wholly and exclusively out of the exempt profits specified 
in the proviso, the whole of those profits were excluded from the 
apportionment provided for in s. 103 (2) (f) in the case of a dividend 
paid out of a mixed fund of profits. 

Thus, in the preceding example, the company could have declared 
a dividend of £500 wholly and exclusively out of the exempt gold 
mining profits of £8,000 and a further dividend of £35,500 out of its 
profits of the same year. In that event, the proviso operated to permit 
a deduction of the whole of the £35,500 from the distributable income 
of £40,000, leaving an undistributable amount of £4,500 instead of 
£10,000 as in the preceding example. 

In order to remedy this defect, the proviso to s. 103 (2) (f) has been 
deleted by the Amending Act (No. 2) of 1942 and a new proviso has 
been inserted in its stead to the effect that s. 103 (2) (f) shall not 
apply to the profits or income specified in s. 44 (2) to the extent of the 
amount of any dividend paid wholly and exclusively out of those profits 
or that income. 


Example: 
Trading profit of resident private company .. .. £40,000 
Exempt gold mining profits .. .. .. .. .. .. «. 8,000 


Net profits of company for year ended June 30, 1942 £48,000 


Assume the trading profits and the distributable in- 
SUN TO ER os vo ds os ic ee on ss) SE 
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Dividend paid wholly and exclusively out of exempt 


gold mining profits .. .. ©... .. ee wees oe £500 
Dividend paid out of net profits ie aaaw Se -enl ak ae 
£36,000 


The dividend of £35,500 is now apportionable under s. 103 (2) (f) 
as follows: 


Deduction in ascertaining undistributed amount— 


aw am vf £35500 = £29,895 
Not deductible— 

Se of £35,500 = £5,605. 
Sufficient distribution .. .. ba! Gatog Se See ko acy: Se 
Dividend deemed to be paid . ee ee ae 


Undistributed amount subject to additional tax under 
0 EE a a ea 


It will be seen from the above example that out of the £8,000 exempt 
gold mining profits the new proviso operates to exclude only £500, i.e., 
to the extent of the dividend paid wholly and exclusively out of those 
profits. 

The above amendment, which applies to income year ended June 30, 
1942 (or substituted accounting period) and subsequent income years, 
conforms to the amendment made by Act No. 58 of 1941 to the 
corresponding provision in s. 160C relating to the assessment of the 
undistributed incomes of non-private companies. 


Boarp AND LopGING WHILST ABSENT From Home 
Question: 

A, the employer, has administrative headquarters of an Allied Army 
operating Somewhere in Australia. C and D are two Australian 
civilians engaged as temporary alien employees. 

C and D are both resident in a capital city; they own their own 
homes atid support a family. 

A moves its headquarters to another State, leaving a small section, B, 
to function on its own. 

D, due to transport difficulties and housing problems, leaves his home 
and family and accompanies A to the other State, where he secures 
board and lodging for himself, for which no allowance is made by A. 

C remains in the employment of B. 

D is now burdened with an expense which is incidental to his capacity 
to earn a salary, yet his tax instalments remain unchanged and he still 
maintains his home and family in the State from which he came. 

D claims that his income from personal exertion is reduced to the 
extent of the amount paid for board and lodging. 

What rights has D in claiming the whole or part of the expenses as 
a deduction from the gross amount earned? 

—“Taxus.” 
Answer: 


There is no specific provision in the Commonwealth Income Tax § 


Assessment Act to provide for D’s case. The only chance is if D’s 
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JAN. 
expense of board and lodging away from home could be brought under 
the provisions of s. 51 (1). 

Normally the cost of board and lodging of a taxpayer are expenses 
or outgoings of a private or domestic nature. Likewise, travelling 
expenses to and from home are expenses or outgoings of a private or 
domestic nature. In my opinion, the expenditure incurred by D is not 
(f an allowable deduction. 

1B As regards the deduction of tax instalment stamps, s. 221D (1) (b) 
provides that the Commissioner may vary the amounts to be deducted 
from any employee or class of employees in any case where the Com- 
missioner is satisfied that deductions at the prescribed rates would 
impose serious hardship on the employee or employees. Unless special 
arrangements are made with the Commissioner, the employer must 
deduct tax at the prescribed rates from the salary or wages pavable to 
the employee. Therefore. an emplover cannot vary the prescribed tax 
deductions except with the Commissioner’s prior consent. Pending 
other arrangements with the Commissioner. A must deduct tax at the 
| prescribed rates from the salary or wages D is entitled to receive from 
) his employer. 
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TAXABLE INCOME OF Fi_LmM BusINEss CONTROLLED ABROAD 
Sections 137 and 138 of the Principal Act provide for the taxation 


mpt | of income derived by ex-Australian film producers from the exhibiting 
'-€-» |) of their films in Australia. In its original form. s. 138 treated 30 per 
— cent. of the gross income received by the producers under contracts 
30. & with their subsidiary distributing companies in Australia as being the 
’ @ deemed taxable income derived in Australia. However, the proviso 
aa i to s. 138 gave the non-resident a right to have the assessment reduced 
re » or cancelled if he proved to the satisfaction of the Commissioner that 
= the profit derived under the contract represented less than 30 per cent. 

; of such gross income. Overseas film producers were assessed on this 


hasis up to and including income year ended June 30, 1941, or sub- 
stituted accounting period. 
It was officially stated that as the satisfactory application of these 


lan s provisions had proved impracticable, the question of the taxation of 
= overseas film companies was referred for the consideration of the 
= Taxation Advisory Committee. The recommendation of the committee 
™ was that the percentage of gross income specified in s. 138 should be 
Be considerably less than 30 per cent. In the opinion of the committee. 
— such a reduction in the specified percentage would obviate the necessity 
_ for the retention of the proviso to s. 138. ; 
aa The Amending Act (No. 2) of 1942 accordingly provides for the 
Af reduction of the percentage specified from 30 per cent. to 10 per cent.. 
— and for the repeal of the proviso to s. 138. The effect of this amend- 
~ ment is that the taxable income derived by overseas film companies 
til from the distribution, exhibition or exploitation of films in Australia is 
fixed at 10 per cent. of an amount equal to the gross income derived 
ne from such business, less certain deductions dealt with below. 
During the passage of the 1942 Bill through Parliament, sub-section 
a (2) was added to s. 138. The new sub-section provides that in 
ascertaining the gross income for the purpose of s. 138 (1) there shall 
‘ be deducted from what otherwise would be the gross income— 


(a) any customs duty paid in respect of the importation of any film 
imported for the purpose of carrying on the film distributing 
business ; 
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(b) any sales tax paid in respect of any copies of any such film which 





are printed in Australia; and SS 
(c) any customs duty paid in respect of the importation of any @ of 
unexposed sensitized film on which any such copies have been B ta 
printed, S ye 
which, in the year of income, is paid to the Commonwealth, either ] I 
directly or indirectly, by the non-resident film producer and which is @ “ 
not an allowable deduction to the Australian film distributor. Ol 
It was represented to the Government during the passage of the 1942 oe 
Bill that the ahove alteration of s. 138 would result in anomalies between 
the companies concerned, and also in the taxation of amounts which th 
have already been paid to the Government in the form of customs duty 0 
and sales tax. 0 
There is a heavy duty upon the importation of films into Australia, al 
which has been increased since the present war began. There is also te 
a duty upon the importation of unexposed sensitized film upon which 
copies of the film are made for the purpose of exhibition in Australia. b 
This sensitized film was, until 1941, imported duty free. There is also @ h 
a sales tax of 25 per cent. upon the prints so made in Australia. In P 
some cases, the contract between the overseas companv and the Austra- @ P 
lian distributor company provides for the payment of these duties and 
sales tax by the local company, which is then entitled to a deduction 7 
of the sums so paid in its assessment. In other instances, the contract “ 


between the overseas company and the local company provides for the 
payment of these duties and sales tax out of the overseas company’s 
share of the gross income arising under the contract. In these cases, | P 
new s. 138 (2) provides that the amount of the duties and sales tax @& 
so borne by the overseas company out of the share of the gross income 
shall be deducted from such gross income, and the deemed taxable @ 


income of the overseas company shall be 10 per cent. of the amount M . 

remaining after making that deduction. : 
The above amendments apply to income derived during income year : 
ended June 30, 1942, or substituted accounting period, and subsequent y 
income years. m < 
Taxus Fucit 4 ; 

(Extract from “English Saga,” by Arthur Bryant, p. 27) 

“When Income Tax, abolished after the Napoleonic Wars amid the ( 


loudest cheering ever recorded in the history of the House of Commons, 
was reintroduced in 1842 at 7d. in the £ it was regarded as an almost 
intolerable inquisition which struck at the freedom and privacy of every 
respectable Englishman. ‘Private affairs must be divulged,’ commented 
a newspaper, ‘private feelings outraged—malicious curiosity gratified— @ ‘ 
poor shrinking pride, be it never so honest, humbled and put to the @ ° 
blush—deceit and the meanness of petty trickery, encouraged in evasion @ ° 
—and much appalling immorality spread with the abandonment of 
truth. Many a gentleman will sicken over the forms he has to bear @& 
with; and many a tradesman will become either ruined or a rogue.’ ” 


ag ee ss psec mene Me, 


REFUNDS OF RATES AND TAXES 


Section 72 (2) of the 1936 Act provided that where a taxpayer in 
the year of income receives a refund of any amount paid for rates or 
taxes which has been allowed or is allowable as a deduction to him in 
any Commonwealth income tax assessment his assessable income shall 
include that amount. 
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Section 72 (2) remains in full force with respect to any refund of 
State or Territorial income taxes. The refund is assessable income 





































ein Pi 


any @ of the income year in which it is received. For example, State income 
been j tax was paid on July 27, 1941, in respect of income derived during 
year ended June 30, 1940. The tax is refunded on August 15, 1943. 
sither j The assessment of income year ended June 30, 1941, will be amended 
ch is ; so as to grant a deduction of the payment from the assessable income 
= of that year. The refund will be included in the taxpayer's assessable 

1942 ; income of year ended June 30, 1944. r . 
ween | Prior to the Amending Act (No. 1) of 1942, s. 72 (1) authorised 


vhich | the deduction of municipal and other rates and land tax irrespective 
dutv | of whether or not the property was held by the taxpayer for the purpose 
“ ™® of gaining assessable income. Correspondingly, s. 72 (2), as explained 





ralia, | above, included in the assessable income any refunds of those rates or 
also Mm taxes which were allowed as deductions. 
thich By the Amending Act (No. 1) of 1942, the deduction allowed 
ralia. (by s. 72 (1) was limited to rates and land tax imposed on property 
also 4 held for the purpose of producing assessable income. In place of the 
In ™ Previous deduction for rates and land tax on non-income-producing 
stra- | Property, s. 160 allows a concessional rebate of tax to the taxpayer 
and || calculated by applying to the non-deductible rates and land tax the 
ction | tate of tax appropriate to a taxable income from personal exertion 
tract | equal to the total taxable income of the taxpayer. The amount on 
» he ; which the rebate of tax is allowable is reduced by any refund which the 
inv’s | taxpayer may receive of rates and taxes on non-income- err 
ones. property, in respect of which a deduction was allowed under s. 72 (1), 
om i.€., in assessments up to and including that of income year feats June 
a 30, 1941 ; ; or in respect of w hich a rebate has been granted under s. 160, 
“hie i.e., in assessments based on income derived during year ended June 
one 30, 1942, and subsequent years. 


‘ The combined effect of s. 72 (2), in its original form, and s. 160 (3) 
® was to bring the above-mentioned refunds into assessable income and 
| also to reduce the amount on which the rebate of tax is allowable. This 
© duplication has been eliminated by the Amending Act (No. 2) of 1942. 
® Section 72 (2), as amended, provides that any refunds of rates and 
™ taxes which reduce the amount on which the rebate under s. 160 
calculated shall not be included in the taxpayer’s assessable income. 
= ‘The above amendment applies to income year ended June 30, 1942 
the (or substituted accounting period) and subsequent income years. 

¥ 
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ons, 
nost @ REBATE OF TAX IN Respect or CALLS TO COMPANIES 
sane: a 
ves ® Section 160AA of the Principal Act, which was inserted by the 
.d— §@ Amending Act of 1941, substituted for the deduction previously allowed 
the Mm i” respect of calls paid to specified mining companies a rebate of tax 
sion calculated at one-third of the personal exertion rate appropriate to the 
+ of total taxable income of the taxpayer, in the case of an individual, and 
hear at one-third of the rate of ordinary income tax in the case of a company. 
” The amount of the deduction is limited to the amount of the company’s 
taxable income, but otherwise the rebate was granted to all taxpayers. 
Dealers in shares, however, are allowed a deduction of all outgoings 
; incurred in connection with their speculative transactions. They thus 
dos may deduct ealls paid by them on shares bought with a view to profit- 
s or : 
- making by sale. It was possible, therefore, for share dealers to obtain 
hall both a deduction and a rebate in respect of calls paid to the classes of 


m™ companies specified in s. 1J6OAA. 
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Section 160AA has, therefore, been amended by the Amending Act 
(No. 2) of 1942 so as to limit the rebate granted by that section to 
those calls which have not been allowed or are not allowable as deduc- 
tions under the Commonwealth Act. 
The above amendment applies to income year ended June 30, 1942 
(or substituted accounting period) and subsequent income years. 


Wuere REBATEABLE GIFTS AND CALLS ExcEED TAXABLE INCOME 


Section 160 (2) (g) provides for a rebate of tax in respect of 
specified gifts by an individual taxpayer. The aggregate of the gifts in 
respect of which a rebate may be allowed shall not exceed the taxable 
income of the taxpayer. 

Section 160AA, which allows a rebate of calls paid to certain mining 
companies, also limits the amount on which the rebate is to be based 
to the taxable income of the taxpayer. 

Section 160AC provided, however, that if the sum of the amounts 
in respect of which rebates for gifts and calls are allowable exceeded 
the taxable income, each such rebateable amount should abate pro- 
portionately. As explained and illustrated in the explanatory booklet 
on the uniform tax, pp. 20-23, an unintended effect of s. 160AC was 
to deprive a taxpayer of portion of the rebate it was intended to allow 
in respect of the gifts, as the rebate in respect of gifts is at the full 
rate of tax, whereas the rebate on calls is at one-third of the rate of tax. 

Section 160AC has, therefore, been amended by the Amending Act 
(No. 2) of 1942 to provide that where the aggregate of the rebateable 
amount for gifts and calls exceeds the taxable incorne, the rebate in 
respect of gifts shall be calculated first, and the rebate for calls he 
based upon an amount equal to the difference between the rebateable 
amount for gifts and the taxpayer’s taxable income. 


Example: 

Section 160AC applies first to income year ended June 30, 1943, or 
substituted accounting period, when gifts first become subject to a 
rebate in the case of individuals instead of being an allowable deduction 
as heretofore. 








Taxable income wholly derived from personal exertion .. £1,000 
Rebateable gifts (s. 160 (2) ( )) ae ae ee £900 
Rebateable calls (s. 160AA) . ie Gal eh ee ae ee 600 

£1,500 





Taxable income £1,000 at 61:°43d.— 
£255 198. 2d. reduced to .. .. 02 oc cc ce ce oe £295 19 O 
Rebateable gifts— 
£900 at 61°43d........... £9 7 3 
Rebateable calls— 
£100 (taxable income £1,000 
less gifts £900) 





ee 810 7 

' £238 17 10 
NN ka hk Ka ee oe 06 66 4d wa ee se ce, 
Se I igi ssw. a caw uta Ws. SK wc ee, 
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AVERAGING PROVISIONS 


The Amending Act (No. 2) of 1942 has remedied a defect in the 
provisions of ss. 149-158. 

It was officially stated that the intention of the law in regard to the 
averaging of incomes was that after income year ended June 30, 1937, 
the averaging provisions were to apply only to income derived by 
primary producers. If, after that date, say, during income year ended 
June 30, 1942, a person became a primary producer for the first time, 
or a former primary producer re-engaged in primary production, it 
was intended that the averaging provisions should apply to the income 
of the income year ended June 30, 1942, as if he had never been a 
taxpayer before. It was not intended that a taxpayer whose income 
was averaged before income year ended June 30, 1938, and who, after 
June 30, 1937, became a primary producer for the first time, should 
pay tax at the rate applicable to his average income for the five years 
ending with the year in which he commenced primary production. This, 
however, was the effect in certain instances of the averaging provisions 
in their original form. 

The defect in the Act is illustrated by a recent decision of the Board 
of Review (not yet published) : 

The taxpayer in the case before the Board first became a primary 
producer during income year ended June 30, 1940, during which he 
made a loss in his business of primary production. His assessable 
income from other sources, however, considerably exceeded the allow- 
able deductions therefrom. The result was that his taxable income for 
the year was assessed at £8,218. 

The tax on the taxable income was assessed at rates ascertained by 
reference to his average taxable income for the five years which ended 
June 30, 1940. In the assessment this average income was calculated 
as under: 


Year of Income Taxable Incoime 
£ 
PD Gh ot es. ae a0 «@ oe eee 
1936-1937 .. .. .. «.. «2 «- «- 10,021 
CE #6. ie we ce <¢ cee 
SEE os te an oe. we oe oe - Be 
PEE Gi ae 66 6c cs ce ee «6 


Sete) i. cs ox os BORIS 


Average for 5 years .. .. .. .. £10,636 


The taxpayer claimed that the averaging provisions of the Act did 
not apply, and that the rates of tax should be ascertained by reference 
only to his taxable income of income year ended June 30, 1940. 

The provisions of Division 16 (ss. 149 to 158) are a continuation 
(with certain modifications which it is unnecessary to consider) of the 
averaging scheme of the previous Act (repealed in 1936). The scheme, 
in general, is that the rate of tax in respect of the taxable income of 
the relevant year of income is to be calculated by reference, not to that 
taxable income, but to the “average income” of a number of consecutive 
years (called “average years”) ending with the year of income. 

The provisions of the Division are directed towards determining, in 
respect of the taxable income of the year of income, whether there are 
average years and what is the average income of those years. Normally, 
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there are five average years (s. 150), but in special cases (which may 
frequently occur ) there may be fewer. If, however, there are less than 
two average years the Division does not apply (s. 158), and the rate 
of tax, of course, must be ascertained by reference to the taxable income 
of the year of income. By s. 149 the average income means the average 
of the taxpayer’s taxable incomes of the average years, but the amount 
may be affected by s. 154. 

Section 156 provides that the rates of tax payable by a taxpayer to 
whom Division 16 applies shall be the rates declared by the Parliament. 
This is implemented in respect of the year under review by s. 6 (4) 
of the Income Tax Act (No. 2), 1940. By that sub-section “the rate 
or rates of income tax in respect of a taxable income to which Division 
16 applies .... shall be as set out in the Fourth Schedule.” (That 
schedule prescribes the ‘rate or rates by reference to the average 
income. ) 

Division 16 continued the averaging scheme for only two years in 
the case of taxpayers not carrying on a business of primary production. 
These two years were the years of income ended June 30, 1936 and 
1937, or substituted accounting periods. The change was brought about 
by sub-section (1) of s. 157, which reads as under 

“In respect of income derived during the year ending on the thirtieth 
day of June, One thousand nine hundred and thirty-eight and during 
any subsequent year or during any accounting period adopted in lieu 
of any such year, the foregoing provisions of this Division shall not 
apply except in respect of income derived by a primary producer.’ 

Because of the operation of that provision, the averaging scheme 
cannot be applied to the income derived by any person in the year ended 
June 30, 1938, or a subsequent year, if he was not a primary producer 
in that year. If, however, he was a primary producer in that or any 
later year, “the averaging provisions” of Division 16 apply in respect 
of income derived by him. 

In the case before the Board, the claim made by X on behalf of 
the taxpayer was that the “foregoing provisions” do not apply in respect 
of income derived by a primary producer unless he has been a primary 
producer not only in the year of income but also in the preceding 
average years. X apparently took the view that there can be no 
averaging of income (derived in the year ended June 30, 1938, or 
subsequently) unless the taxable incomes of the preceding average 
years were derived by a person who was a primary producer in those 
years. He thus gave a meaning to the word “apply,” which, in the 
Board’s opinion, could not be upheld. 

The averaging provisions merely determine a quantum (the “average 
income’) but they apply, by means of the rates declared pursuant to 
s. 156, in respect of the taxable income of the year of income. This is 
made quite clear by s. 6 (4) of the Taxing Act. Indeed, that sub- 
section, when read with s. 157 (1), appeared to the Board to be 
conclusive against the taxpayer’s claim. 

By s. 157 (1) Division 16 expressly applied in respect of the 
taxpayer’s income for income year ended June 30, 1940. It therefore 
necessarily applied in respect of his taxable income of that year. The 
rates of tax “in respect of a taxable income to which Division 16 
applies” are, by s. 6 (4) of the Taxing Act, required to be ascertained 
by reference to the average income. Hence, as there was an average 
income in this case, the taxpayer’s rates of tax had to be ascertained 
by reference to that income, and not by reference to his taxable income, 
as he claimed. } 
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The Board stated that it was clearly the intention of s. 157 that if 
any taxpayer was not a primary producer in the year ended June 30, 
1938, his taxable income of that year shall be assessed to tax without 
resort to the averaging provisions. In other words, the averaging 
provisions do not apply in respect of that taxable income. It seemed 
to the Board to be equally clear that if he was a primary producer in 
that year, the averaging scheme shall continue as before. There can be 
no doubt whatever that this is so in the case of taxpayers who were 
primary producers immediately prior to and during the year ended 
June 30, 1938, and the Board saw no room for doubt that a taxpayer 
who first became a primary producer in that year was in the same 
position. 

The Board stated that the essential (and indeed the only) factor 
which brought the averaging provisions into operation was the fact 
that the person concerned was a primary producer in the year of income, 
and obviously they come into operation only as the result of calculation 
of an “average income.” X’s view was that the averaging provisions 
did not apply “in respect of the income derived by a primary producer” 
in any year unless the same person was also a primary producer in the 
preceding average years. The Board saw no reason for reading any 
such qualification into sub-section (1) of s. 157. 

The Board’s opinion as to the position of a person who was a primary 
producer in the year ended June 30, 1938, was equally applicable 
to the present case, in which the taxpayer first became a primary 
producer in the year ended June 30, 1940. The Board added that there 
was nothing in the section which limited the application of the averaging 
provisions to a period commencing with year ended June 30, 1938. 
If the provisions applied in this case—as the Board thought they did— 
they undoubtedly applied to an “average income” over the period of 
five years ending with the year of income. 

Support for these views was found by the Board in s. 157 (4), which 
in its original form read: 

“If in respect of any year in which this Division applies only to 
taxpayers who are primary producers, a taxpayer who has in previous 
years been a primary producer does not carry on business as a primary 
producer, the provisions of this Division shall apply to the income 
thereafter derived by him as if he had never been a taxpayer before 
that year.” 

The Board stated that s. 157 (4) could only have effective operation 
in the case of a taxpayer who was not a primary producer during the 
year ended June 30, 1938, or some subsequent year, but who was a 
primary producer (at some time) prior to that year and again became 
a primary producer after that year. Jet it be assumed that the only 
year in which he was not a primary producer was the year ended June 
30, 1939. By virtue of s. 157 (1) Division 16 did not apply in respect 
of the income of that year but did apply in respect of the income of 
year ended June 30, 1940. By s. 151 (4), however, the Division was 
to apply to the income of year ended June 30, 1940, as if the taxpayer 
had never been a taxpayer before year ended June 30, 1939. That 
meant that year ended June 30, 1939, was to be deemed, for averaging 
purposes, to be the taxpayer’s first year of income (assuming, of course, 
that he did derive income in that year). The necessary implication 
was that it was capable of being a first average year and therefore the 
first of two average years, the second, of course, ending on June 30, 
1940. If, when Division 16 was applied in respect of the taxable income 
of year ended June 30, 1940 (as required by s. 157 (4)), it was found 
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that that and the preceding years were the average years, the rate of 
tax depended on the average income of those years. As the income 
of the first average year was not derived by a primary producer, it 
followed that s. 157 (1), in requiring the application of Division 16 § 
in respect of income derived by a primary producer, was referring to J 
the income of the year of income and not to the income of average 
years preceding the year of income. It might be said that the case of 
the taxpayer did not come under s. 157 (4). The reply to that was 
that the application of that sub-section depended entirely on 157 (1), 
ie., the application of Division 16 which is required by s. 157 (4) is 
the application which is required by s. 157 (1). 

X claimed alternatively that in the present case the first “average 
year” should be the year ended June 30, 1937. This claim rested on 
the terms of s. 151 (1)—a provision which was not applicable in the 
present case because the taxpayer’s income was subject to the averaging 
provisions under the previous Act, s. 151 (3). 

In the Board’s opinion, the Commissioner’s action in disallowing the 
claim in the objection should be upheld. = Ww 

The defect in the previous law was officially illustrated by the @ te 
following example: sf) 

Two taxpayers, A and B, are engaged in a brokerage business as J 
partners. During income year ended June 30, 1942, because of ™@ fo 
declining business, they decided to invest in a pastoral property upon a\ 
which they also carry on business in partnership. Both partners have @ 
been subject to the averaging provisions of the previous Act, and one (« 
of them, A, some years ago had been engaged in primary production. 

The official view is that the previous provisions of s. 157 (4) required § 
the rate of tax to be applied to the income derived by A during income 
year ended June 30, 1942 (in which both partners derived income from § 
the pastoral property) to be ascertained with reference only to the 
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income of that year. B’s rate of tax, however, had to be ascertained J 
on the basis of his average income for the five years ended June 30,§ 
1942. mon 
The above circumstances might produce the following result: 4 i 
Year ended be 
June 30 Income “s ne 
A B Bo 
Moan £7,000 be 
er 5,000 of 
a ae ee 9,000 pr 
ee ee 4,000 ‘ 
Rene 1,000 Te 
£26,000 £26,000 s wi 
a 1 
Average income, £5,200. pe 
ex 


A, because he had previously been engaged in primary production, pr 
would have paid tax on £1,000 at the rate applicable to £1,000, viz, an 
61:44d. in £, the tax payable being £256. B, however, would have ex 
paid tax upon £1,000 at the rate applicable to £5,200, viz., 164-03d. in 4, tu: 






the tax payable being £683. a ¢ 
According to the decision of the Board of Review cited above, AM. * 
would, in view of the provisions of s. 157 (4), have paid tax on £1,000%§ So 





at the rate applicable to £2,500. 
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Year ended Taxable 
June -30 income 
1941 a Te ee eo 
NE ae! tic dae aaa been ee. she Soe 1,000 
£5,000 


Average income, £2,500. 

The amendment made by the Amending Act (No. 2) of 1942 is 
designed to remedy the anomaly illustrated above. Section 157 (4) 
has been replaced by a new sub-section which provides that if in any 
year in respect of which this Division applies only to taxpayers who 
are primary producers, a taxpayer was not carrying on business as a 
primary producer, that year shall not be counted as an average year 
and the provisions of Division 16 shall apply to the income thereafter 
derived by him as if he had never been a taxpayer before that year. 

Under new s. 157 (4) both taxpayers A and B, in the above example, 
will be assessed for income year ended June 30, 1942, without reference 
to the taxable incomes of past years, i.e., they will each be taxed on 
£1,000 at the rate applicable to £1,000. 

Thus, in the case of a taxpayer who becomes a primary producer 
for the first time, new s. 157 (4) has the effect of excluding from the 
average table those years in which he was not a primary producer. 

The above amendment applies to income year ended June 30, 1942 
(or substituted accounting period) and subsequent income years. 





U.S. and Us — Our Income Taxes 
By A. CLunies Ross 


Up to the last year or so the main knowledge most Australians had 
gained of the people and customs of the United States was derived 
from talkie films and a certain amount of fictional and technical or 
business literature. Recently we have come to know much about them 
from personal contact and have incidentally learned something about 
ourselves. By adopting more or less unconsciously the instruction we 
used to meet in examination papers, “Compare and contrast,” we have 
been shown the basis of our own ideas and ideals. Similar consideration 
of one common element of “civilised” life, the income tax laws, may 
prove to be equally useful.* 


Terms 


In case certain terms may be strange to readers whose acquaintance 
with the American language has been confined to talkies and thrillers, 
a few differences in terminology may be indicated. “Earned income” 
is, as you would no doubt guess, our old friend “income from personal 
exertion.” I rather prefer “effort income,” as this term avoids the 
problem of whether a man “earns” an income by lending funds to 
another to use. Either term is shorter than our somewhat clumsy 
expression. When a citizen of the U.S.A. wants to refer to “deben- 
tures,” he says “corporation bonds.” Is that an improvement or merely 
a difference? We note from the form of return that the official who has 


“In what follows I have taken most of my facts from a publication with the best-seller 
title of Your Income Tax—How To Keep It Down, by J. K. Lasser, C.P.A. of New York; 
Some are taken from articles in The Journal of Accountancy; some recent figures, from an 
article in Newsweek. 
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the duty of seeing that all tax legally due is obtained for the Govern- 9 
ment is the “Collector of Internal Revenue.” The taxpayer (a term, @ , 


by the way, my authors do not use) “reports” on a return form very @ 
similar to ours but it may be supported by one or more of a series of & 











“schedules” following the alphabet all the way down to “K”—and “K § 
ii’ at that. The report is for a calendar year or a “fiscal” year if one = | 
has been “established,” but the 1942 Bill proposes to place all companies @ , 
(sorry! I should say “corporations’”’) on a calendar year basis in future, @ + 
with a “softening” provision for 1942. (You may remember that our @ 
Allies have been assisting our troops to “soften” the Japanese.) The @ , 
return goes in in duplicate, the extra form being green. I fear to , 
mention this fact in case our Commissioner should hear about it. He @ , 
must be nearly the only Government official who is content with a @ 
single copy of an official return. mc 
If your main acquaintance with income tax law has been based on 
Commonwealth Acts, you may not recognise “gain or loss from the sale @ 
or exchange of capital assets.” If you know some State Acts, you will 9 
remember “casual profits’—a shorter term if not as expressive. You @ f¢ 
should in any case be able to translate “credits for dependants”; yes, 4 3 
they correspond to our rebateable amounts for family responsibilities. B ( 
Some of our other rebateable amounts are labelled “contributions,” with B 
such words as “charitable objects’ understood; with them, however, § f. 
they are among the deductions—as they used to be with us up to 1942. § 7 
“Government obligations” is a term we might well import if only because g v 


it would remind our legislators that moneys borrowed carry an obliga- ® y 
tion for repayment. The term covers not only bond issues by the @ “ 
U.S. Government, but also those emanating from any State (remember § 
that there are 48 of them), Territory, or any political subdivision thereof @ y, 





(corresponding roughly to our municipalities, water boards, etc.), or @ ¢] 
from a corporation which is an instrumentality of the U.S. = 7 
C 

Exemptions C 
‘ , ' m if 

On turning to details of the law, I shall use for illustration the 1941 @ : 


Act; this is because at the time of writing I have been able to find @ 
only general summaries of the 1942 Act. These will be indicated in @ ~ 


brackets. First, what about taxable income? The figure is $750 § : 
($500) for a single person; $1,500 ($1,200) for a married couple. § te 
There is no “allowance” for a spouse but a simple doubling of the fi 
exemption. (You note that 1942 returns to the earlier position which 

made it possible, from an income tax angle, for two to live more cheaply B R 
than one). These two figures are flat deductions from all incomes, 

however large, so that a rich man saves more by being married than a ta 
poor man—which is, of course, the effect of our rebate rules. Our ra 
rebateable amounts for children are concealed under their rules about § py 
the taxation of the “head of a family” ; you are entitled to the distinction B |, 
if you actually support and maintain in one household one or more or 
individuals who are closely connected to you by blood, marriage, or to 
adoption. Court decisions have denied the corresponding credit to a @ ra 
man because of a failure in his “right to exercise family control.” How ar 
would you like to have to call in the assistance of a judge to decide who de 
controls your family ?—and to have your tax affected by his opinion? @ oy 


The deduction per dependent is $400 ($350); and note that there ha 
is no maximum age for a child. Come to think of it, there is no great 
logic behind the “16” of our Act—if in fact the taxpayer maintains him 
or her. ex 
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Effort and Investment 

Next, how do they deal with that old postulate of ours that some 
distinction should be made between effort and investment incomes? We 
solve it by making an arbitrary increase of 25% of the effort rate for 
low and medium incomes, the difference gradually falling off after a 
certain stage. They provide for an “earned income credit” of 10% of 
“earned net income.” This last term has a simple meaning when 
applied to straight salaries or other “compensation for personal ser- 
vices,” though even then there are two rules: If your net income is not 
more than $3,000, it is all deemed to be earned, no matter what its 
actual source; further, in no case is earned income deemed to exceed 
$14,000, even though the taxpayer is a movie star! This last rule 
corresponds to the falling off just mentioned. 

For less simple incomes, the credit is not so easy to calculate. One 
rule is based upon a query that may have occurred to the student of 
the subject: should there be any recognition in tax legislation of the 
fact that, even in the case of a trading business owned by one man or 
a partnership, profit contains an element of interest on capital invested. 
Our law says “No,” but U.S.A. law contains a very different reply: 
Where both personal services and capital are “material income-producing 
factors,” only 20% of the net profits is deemed to be earned income. 
The fraction is, as it must be, arbitrary, but is the principle sound? It 
would seem to be probable that the interpretation of the crucial phrase 
would give rise to some fine conflicts between taxpayers and the 
“Revenue Officer in Charge.” 

In passing it may be mentioned that we have nothing on them: in 
respect of opportunities of spending money on court hearings. Above 
the officer just mentioned there is the “Conference Committee in the 
Treasury Department,” and disputes may lead on to a U.S. District 
Court, a U.S. Circuit Court of Appeals, or even to the U.S. Supreme 
Court. Some of the opportunities for building up costs would disappear 
if a strongly supported change were made, namely, that the income 
credit should be eliminated. A Committee of the American Institute of 
Accountants has expressed that opinion. Possibly they consider that 
corporations, being hit by as savage a set of special taxes as our 
companies, pay quite enough in taxes so that it is not necessary or fair 
to ask shareholders to pay something extra when a part of the profit 
finally reaches them. 


Rates 


Reverting to details of individual assessments, what about rates of 
tax? They are all stated as percentages. If they used our system, the 
rates would be stated as so many cents in the dollar—which is of course 
percentages under another name. The “normal” tax was 4% for a 
long time but became 6% in 1942. At one time it was the actual rate 
on low incomes, but a year or two ago all incomes were made subject 
to a “surtax” ranging from 6% (13%) to 81% (82%), but the two 
rates are not in general applied to the same amount. Surtax rate is 
applied to the balance remaining after “deductions” (our “allowable 
deductions” with the addition of “contributions” and some other of 
our rebateable amounts), personal exemption, and credit for dependents 
have been taken from gross income. Normal rate is applied to the 
final balance after “earned income credit” and interest on certain 
government obligations have also been deducted. Here are a few 
examples of the method of application of the rates: A single man has 
a salary of $1,000 and no other income; he deducts (1941) $750 
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personal exemption and pays surtax at 6% on $250; then deducts 
10% earned income credit and pays normal tax at 4% on $150—total 
tax $21. If the only change is an increase to $1,800, surtax is 6% on 
$1,050 plus 4% on $870—total $97. The total of the two rates may 
be called “gross rate,” and this 10% applies up to $2,000; to $4,000, 
gross rate is 13%, but the 9% applies only to the excess above $2,000. 
Thus the total tax on $3,000 is the tax on $2,000 ($117) plus 6% on 
$750, plus 9% on $250, plus 4% on $900—total $2204. A similar 
progression to 17% over $4,000 brings the tax on $5,000 to $4824, and 
so on, with diminishing rates of increase in the rate till we reach a gross 
rate of 81% on salaries over $5,000,000! How many people were 
affected by that maximum rate? Compare our 90% over £5,000. 
Those are the rates of the 1941 Act for 1942 taxes; the 1942 Act 
proposes that (e.g.) $1,800 shall pay $203; $3,000, $408; and $5,000, 
$793 as total of normal and surtax. To these has been added a 
“Victory” tax of 5% on gross income above $624 ($12 a week—about 
the salary of a buck private), deductible at the source where possible. 
This will raise the total on the three incomes mentioned to $262, $527, 
and $1,012.+ The Victory tax is the same for all incomes above the 
minimum, which depends on family condition. And, by the way, they 
have an interesting array of imposts with the really American name of 
“nuisance” taxes—on such things as telephone calls and telegrams. 
Now, what do you know about that? As if all taxes weren’t nuisances. 
The introduction of the new taxes was accompanied by two allevia- 
tions. For the first time an allowance was made for medical expenses— 
but it is calculated on what strikes me as being a rather more satisfactory 
way than ours. The allowance is the total of such expenses in excess 
of 5% of net income, with a maximum of $2,500 for the “head of a 
family” or $1,250 for a single person. The other is that, of the Victory 
tax, 25% is a post-war credit up to $500 for a single person, 40% plus 
2% for each dependent for married persons up to a maximum of $1,000. 


Self-assessment 


Though there are some complications in calculating tax, it is clear 
that their rules are simpler than those set out in the series of schedules 
to our Rates Act. That is probably why each “reporter” is expected 
to assess himself or herself and either pay tax in full on or before 
March 15 or attach to his return his cheque (check?) for a quarter of 
the tax and send in the rest at intervals of three months after the end 
of the fiscal year. It is not to be expected that the Collector or his 
deputy will accept an individual’s assessment without scrutiny, and I 
have a suspicion that there is nearly, if not quite, as much work for 
taxation experts “over there” as here. But notice the following clever 
idea which has the effect of still further simplifying the tax payment of 
persons on relatively low incomes. 

A reporter whose income is derived solely from salaries, dividends, 
interest, and/or rents and is less than $3,000 need not itemize his 
deductions. He can elect to pay a tax of from $2 to $3 for each $25 
income, the amounts being set out in a schedule which allows him an 
arbitrary deduction of 10% of his income. If the actual deductions 
exceed that 10%, he can file a regular return and claim them. Imagine 
a government actually taking the risk of losing a little revenue in order 
to make calculations easy. What would our officials say? 


tThese are respectively 14.5 per cent., 17.3 per cent., and 20.1 per cent. of income. 
Compare our 24 per cent. of £600, 32 per cent. of £1,000, and 53 per cent. of £1,600. 
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Joint Returns 

Still another American innovation which our legislators might con- 
sider :—Husband and wife may file a joint return or two separate returns. 
Such a joint return is treated as if it came from one taxpayer. Thus, 
a husband may set off his capital profits against his wife’s losses or (if 
she is the better speculator) vice versa; also, the allowance for “con- 
tributions” up to 15% (the maximum allowed under this heading) is 
based upon the joint income; on the other hand, there is only one 
earned income credit. The above rule suggests keen discussions, based 
upon complete knowledge by each of the other’s affairs—but there are 
other chances for difference of opinion. The simplified scheme for 
incomes under $3,000 comes into the husband-wife story: if they report 
separately, one return may be simplified and the other regular, but then 
they must split the $1,500 exemption equally; if they both report 
“regular,” the $1,500 can be split any way they like—the husband can 
claim in his return any amount from the whole to nothing. So far as 
I know, the wife has the same option. I can imagine some real 
discussions just round Christmas—or would it be possible for Christmas 
presents to take the form of a generous grant of an increased portion 
of the allowance? 


Dividends 

It appears that a larger number of people in proportion to population 
buy and sell stocks and bonds (you understand that I am referring to 
shares and debentures) in America than in Australia. The question 
of the taxability of dividends is therefore even more important there. 
The first answer to the question is a simple inclusion of all such receipts 


in income without any rebate. Companies returning a net income over 
$25,000 can claim a “dividends paid credit” amounting to 24% of a 
figure which is not simply the total of dividends paid. It is an arbitrary 
compromise between our old deduction for dividends and our recent 
_ abolition of any recognition of double taxation of the same profit 
gure. 


Capital Profits 

Buying and selling of stocks is an example of the making of gains 
and losses from dealing in “capital assets.” A U.S. mission to Britain 
paid special attention to the British practice, which is also ours, of 
taking no account of such items in income tax law; the findings have 
not so far led to any change in their law, which makes necessary the 
reporting of surpluses of this nature and permits the claiming of deficits 
as deductions. Those of our States which tax casual profits have 
arbitrary rules which act as tests of intention at the time of purchase. 
U.S. laws have rules that are even less governed by any ascertainable 
logic. They distinguish between “short-term” and “long-term” gains 
or losses. The former relate to assets held for less than 18 months and 
the full amount is “reportable”; the latter has to do with assets held 
for longer periods—if between 18 and 24 months, two-thirds of the 
gain or loss goes into the return; if more than 24 months, only half. 
Short-term losses can be set off against short-term gains and against 
them only; excess loss can be carried forward against next year’s gains 
(if any). On the other hand—and I leave it to you to suggest a reason 
for the difference—net long-term losses may be deducted from other 
income. Here’s still another indication that American legislators are 
like ours in having brainwaves which are hard to follow: Long-term 
gains or losses may be treated exactly as any other item of income or 
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of deduction or they may be omitted from the regular calculation 
altogether and taxed or rebated separately at 20% if held for up to 18 
months or at 15% if held for longer. “Oh, yeah!”—as our Allies are 
alleged to say. 


Gifts 

Contributions are worth a little more attention. They are con- 
siderably wider in scope than our rebateable gifts. Reporters can 
claim not only gifts to the United States, or any State, Territory, City, 
or the District of Columbia (why is that mentioned—like the County 
of Yancowinna in some of our rules?) for public purposes and other 
objects like those found in our Act, but also contributions to religious 
groups (including pew rents—do you know what they are?) and to 
such things as Boy Scouts, National Rifle Association, Daughters of 
the American Revolution, and the Grand Army of the Republic. On 
the other hand, gifts to accounting societies, masonic bodies, League to 
Enforce Peace, Anti-Cigarette League have been solemnly held to be 
outside the operation of the law. The maximum claim for an individual 
is 15% of his income before this deduction. Can it be that our hungry 
taxgatherers have missed this limitation? But there is an exception: 
if in this and each of the preceding ten years (!) the contributions plus 
taxes have exceeded 90% of net income, the whole can be claimed. 
Have you kept a record of your donations for the last ten years? 
Incidentally, the choice as between the alternative methods of dealing 
with long-term losses has a bearing on this last concession—as you will 
see if you care to work it out. Companies (sorry again, “corporations’’) 
can claim only 5% of their net income—but then, of course, they are not 
likely to pay pew rents or make contributions to the Anti-Cigarette 
League. 


Business Incomes 

Turning now to incomes from business or profession, we find one 
line in the return supported by Schedule D. This starts with total 
receipts and follows with a kind of combined Trading and Profit and 
Loss Account, indicating how “cost of Goods Sold” is arrived at and 
what “Other Business Deductions” are claimed. A few points call for 
comment: 

(i) Depreciation, The amount deductible is the capital sum as 
charged off in equal annual instalments or “in accordance with any 
other recognised trade practice.” Rates admitted in court judgments 
range from 1% on brick or steel buildings to 334% on automobile 
trucks. Loss on the trade-in of an old truck or similar asset is not 
deductible, but any excess of the old cost over depreciation and sale 
price may be added to the cost of the new asset. On assets sold or 
acquired during the year, only half the yearly rate is allowed. 

(ii) Inventories (i.e., stocks on hand). Recently an additional 
method of valuation was added to the former choice as between cost 
and cost—or market—whichever is the less. This is known familiarly 
as “lifo”—which stands for “last-in first-out.” It applies when there 
is more in hand at the end than at the beginning of the year. The 
excess can be taken at the earliest, latest, or average cost during the 
year. The reporter can change his figures to begin this method, but 
if he does so will have to pay extra tax for the previous year. No more 
changes after that without permission. 

(iii) Taxes (applying also to non-business incomes). All taxes paid 
or accrued during the year are deductible—except those which are of 
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most general importance. You cannot deduct Federal income tax, war 
profits tax, or excess profits tax, estate or gift taxes, or taxes for local 
benefits of a kind tending to increase the value of the property assessed. 

(iv) Bad debts. Each bad debt must be charged off when the 
circumstances first tell the reporter that it is bad. Cases presumably 
have been known of a business seeking to deduct a bad debt in a year 
when profits were high rather than in a poor year when the amount 
was in fact known to be irrecoverable. The law does not object, like 
ours, to the deduction of a “reasonable addition” to the provision for 
bad debts in place of specific items. But permission to establish the 
provision must be obtained and its permitted size will be based on all 
the facts. Reversion to the specific item method again requires per- 
mission. Our prohibition of the provision method has always seemed 
unreasonable. 

(v) Losses. Net trading losses of one year may be carried forward 
for two years, but this provision was an innovation dating only from 
1939. Did they copy us? As in our Act, “net loss” is not necessarily 
the ordinary loss shown on a return. It is a “statutory creature, fabri- 
cated” from sundry adjustments—relating to exempt interest, capital 
losses, and limitations on the allowance of non-business losses. 


Corporations 

Now a little about the peculiarities of the taxation of corporations. 
As in Australia, they are hit strongly; they are liable for some or all 
of four taxes-—normal tax, surtax, and two excess profits taxes. 
Normal tax takes (1941) 15% from the first $5,000, 17% from the 
next $15,000, 19% from the next $5,000, and 24% from any profit 
over $25,000. Surtax takes another 6% from profits to $25,000 and 
7% above that. The 1942 Act raises the total for the larger cor- 
porations from 31% to 40%—which is 8/- in the £! But notice there 
is a slight form of progression as income grows and that it is not 
dependent on capitalisation. 


Excess Profits 

You may remember the discussions about the possibility of imposing 
a true excess profits tax—“true” in the sense that it was to take an 
amount calculated by some pre-war standard. In U.S.A. they have 
cut the knot by a method different from ours; though, to be exact, 
we decided we could not do anything based on an excess and went 
for percentage on capital. A corporation may elect to use one of two 
methods of determining how much of its profits is excess: (1) 95% 
of average profits for the four years 1936 to 1939 is taken as normal; 
(2) 8% of the first $5,000,000 of capital investment is exempt and 
7% of the remainder. Under both schemes there is an additional flat 
exemption of $5,000. Under the 1941 Act the rate of tax ranged 
from 35% on the first $20,000 of excess profits to 60% of amounts 
over $500,000. The 1942 Act simplifies the calculation by taking a flat 
90%! Both methods involve something more than a mere multipli- 
cation of an amount by a percentage, but, even when I have summarised 
a further choice of two which the corporation has to make, you will 
probably agree that the rules are somewhat more satisfactory than those 
of our War-time (Companies) Tax Act. 

Under the earnings method, the choice to be made is: Will the 
corporation adopt the simple average with a modification to allow for 
losses, or will it take advantage of a provision aiming at recognising 
trends in pre-war years? In any event, the exemption even under 











20 THE AUSTRALIAN ACCOUNTANT JAN. 


this method is affected by additions or reductions in capital during 
the war years. 

Under the capital-investment method, a distinction is made between 
“equity capital” (practically the same as “shareholders’ funds’) and 
“borrowed capital” (mainly debentures, but including also overdrafts 
and trade creditors). Only half of borrowed capital is counted as 
investment for the purposes of the tax; on the other hand, each dollar 
of new equity capital put in since early 1941 is counted as $1:25 when 
calculating the total investment basis! Here we have legislators 
encouraging share investment by means of taxation law. I wonder 
whether they have a capital control system like ours as well. 

The other excess profits tax takes 66% of income greater than 
10% and less than 15% of the “declared value of capital stock”; twice 
that fraction of income over that percentage. It may be presumed that 
the phrase quoted has a meaning very close to that of equity capital. 
Taking all the corporation taxes together, the 1941 rates could lead 
to a maximum of 76% —about 15/- in the £. The 1942 Act introduces 
a ceiling; the over-all maximum is 80%. A further innovation is that 
10% of excess profits tax is held on the corporation’s behalf as a 
post-war credit. No, I do not know what happens to it if the cor- 
poration winds up before the war is over—perhaps it is considered that 
no corporation that enjoys an income on which such a tax is payable 
is likely to die during war years. 

Incidentally, the question of deductibility of various taxes produced 
an interesting change as between the 1940 and 1941 Acts. At first, 
regular tax was an allowable deduction in calculations of excess profits 
tax; then the rule was reversed—excess profits tax became a deduction 
in arriving at regular tax and the other deduction was abolished. The 
net effect was to reduce the allowance on capital investment to about 5%. 


Improper Surplus 

From the list given above, you might think that they had something 
to learn from us in regard to “undistributed profits tax.” But no! For 
many years there has been a “penalty” tax on corporations “improperly 
accumulating surplus.” (I am particularly struck with the picture of 
a company behaving improperly.) This tax is distinct from all other 
corporate taxes; it was originally applied only to companies (not a slip 
this time—the Act does say “company”) of the “personal holding” 
type. This is not the same as our “private company” (as we shall see 
in a moment), but it was only recently that the Treasury “succeeded 
in having the Supreme Court sustain” this tax in respect of “commercial 
activity.” This phrase, which is quoted from Mr. Lasser’s book, 
indicates a difference in relationship between legislature and court in 
the two countries. Our Acts would not in general leave such a point 
to be decided by the High Court. The tax is 25% of the first $100,000 
of earnings “unreasonably” (a less suggestive word) accumulated in 
one year and 35% of such earnings over that amount. Our Com- 
missioner is not given much latitude in applying his judgment as to 
what is “reasonable” in this connection. But, over there, there must 
be some accountants in Congress with sufficient influence to carry 
through advice from accountants outside; the Bureau can take into 
account the Director’s submission that an addition to surplus is reason- 
able if used to finance an increase in working assets, to cancel debentures, 
or because they can show that a distribution would not result in the 
payment of surtax by stockholders. Absence of the cash necessary for 
a distribution does not excuse “improper accumulation,” but the tax 
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can be avoided or reduced by a recognised but somewhat surprising 
artifice. If it is impracticable or impossible for the company to make 
a distribution of money, obligations, property, or its own stock (it should 
not be necessary to translate that into Australian), it may get its 
stockholders to agree to the declaration of a “consent dividend”’; it files 
with the Collector the “consents” of stockholders to induce a “notional” 
(our word) dividend in their personal returns—though in fact they 
get nothing. The amount is deemed to be an additional investment 
and, on the sale of the relevant stock, increases the cost figure when 
calculating gains or losses. 

As perhaps you might expect, this last part of the law does not apply 
to corporations which are in fact “personal holding companies.” Picture 
a one-man company persuading the one man to consent to the notional 
dividend. Such companies pay no less than 65% of the first $2,000 
and 75% of the balance of undistributed income. Just a little polite 
pressure ! 


Wash-sales 

Finally a poser for the quiz-kids: what’s a “wash-sale,” and what 
has it to do with income tax? There’s evidently some connection, 
because my authority, Mr. Lasser, spends 2% of his book on the 
taxability of the gains on such things. Our ignorance is not very 
disgraceful, because the dictionaries do not agree. Mr. Webster says 
a wash-sale is “the operation of buying and selling the same stock for 
the purpose of manipulating the market.” He adds that the transaction 
is fictitious and is prohibited by stock exchange rules. The Standard 
Dictionary considers that it is “a sale of stock or other securities at a 
stock exchange between parties of one interest, in order to attract 
attention by reason of the apparent activity of the market, or to create 
a market price.” Those definitions may or may not be clear to you; 
what is clear is that many Americans were not cured of the habit of 
playing the markets by the bankruptcies of 1929. Special rules of some 
complexity govern the degree to which losses in such sales may be 
used as deductions in connection with tax on gains arising from the sale 
of capital assets. 

This short sketch of U.S. income tax law has introduced you to some 
ideas which may seem strange, but they all “work,” though the number 
of taxpayers and of varieties of income source is much greater than 
it is in Australia. I think you will agree that the comparison is of 
assistance in understanding our own law, and that our legislators could 
well consider some of their simplifications. 


’ 
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Statutory Books 
By R. T. PAWLEY 


To BE Kept By LocAL COMPANIES UNDER THE N.S.W. CoMPANIES 
Act, 1936 


In the New South Wales Companies Act 1936 provision is made for 
the keeping of the following books by a company incorporated in New 
South Wales— 

Register of Members. 
Register of Directors. 
Register of Charges. 
Minute Books (Members). 
Minute Books (Directors). 
Accounts. 
Register of Debenture Holders. 
In this article it is proposed briefly to divide the requirements of the Act 
in connection with the books under the following headings— 
(a) Where to be kept. 
(b) Particulars to be contained. 
(c) Availability for inspection. 
(d) Availibilty of copies of contents; and 
(e) Filing provisions. 
(a) Where to be kept 
Register of Members . 
Register of Directors .. .. A 
Register of Charges .. .. f° ; 
Minute Books (Members) 
Minute Books (Directors) 
Accounts .. .. .. .. .. At the registered office of the 
company, or at such other place 
as the directors think fit. 


the registered office of the 
company. 


Register of Debenture 
Holders .. .. .. .. .. Not prescribed. 


(b) Particulars to be contained 
Register of Members: 

(a) The names and addresses, and the occupations (where 
known) of the members, and in the case of a company having 
a share capital, a statement of the shares held by each 
member, distinguishing each share by its number, and of 
the amount paid or agreed to be considered as paid on the 
shares of each member; 

(b) the date at which each person was entered in the register 
as a member; and 

(c) the date at which any person ceased to be a member. 

Provided that, where the company has converted any 
of its shares into stock and filed notice of the conversion 
with the Registrar-General, the register shall show the 
amount of stock held by each member instead of the amount 
of shares and the particulars relating to shares specified in 
paragraph (a). 
A specimen copy of every type of share certificate must 

be affixed in the register before any certificate of that type 
is issued by the company. 
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AN. 

Where the register is kept according to a loose-leaf 
system: (1) each leaf must be numbered prior to insertion 
in the register with a consecutive number and signed or 

; initialled in the top right hand corner by the appointed two 
zs persons; (2) a record of the number and date of insertion 
of each leaf shall at the time of insertion be entered on a 
_ leaf inserted for the purpose at the end of the register and 
nwa each entry shall be signed or initialled by the two appointed 


j persons. 

Every company having more than fifty members shall, 
unless the register of members is in such a form as to 
constitute in itself an index, keep at the registered office 
of the company an index of the names of the members of 
the company in such a manner as to enable the account 
of each member to be readily found. 

Where a company has a branch register, a duplicate 
which is deemed to be part of the principal register must be 

Act # kept at the registered office. 

It should be noted that the annual return is to be inserted 
in a separate part of the register of members. 

A company having issued workers’ shares shall cause to 
be entered in its register of members particulars of such 
shares with names and addresses of persons to whom issued, 
and particulars of surrendered shares and amounts paid or 
consideration given on such surrender. 


Register of Directors: 
(a) In the case of an individual, his present Christian name and 
he surname (and, if known, any former Christian name or 
surname), his usual residential address, his nationality, and, 
if that nationality is not the nationality of origin, his 
nationality of origin, and his business occupation, if any, 





wv or, if he has no business occupation but holds any other 
directorship or directorships, particulars of that director- 
ship or some one of those directorships; and 
(b) in the case of a corporation, its corporate name and registered 
or principal office. 
Register of Charges: 
- All charges specifically affecting property of the company and 
ne all floating charges on the undertaking or any property of the 
ch & company, giving in each case a short description of the property 
of charged, the amount of the charge, and, except in the case of 
he securities to bearer, the names of the persons entitled thereto. 
2 Minute Books (Members) : 
ac 8 Minutes of all proceedings of general meetings shall be entered 
s in books kept for that purpose, and shall be signed by the 
a chairman of the meeting at which the proceedings were had, or 
7 BH by the chairman of the next succeeding meeting. 
n= 
, x Minute Books (Directors) : 
nt The same particulars as are required for general meetings are 
in & necessary for all meetings of directors. 
Note.—Table A provides that minutes must be made in books 
st @ provided for the purpose of all appointments of officers of the 
re ey company, names of directors present at each meeting of directors 
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and any committee of directors, and of all resolutions and 
proceedings at all meetings of the company, and of the directors, 
and of committees of directors. 


Accounts: 


Section 102 (1) provides that proper accounts shall be kept 


with respect to— 


(a) All sums of money received and expended by the company 
and the matters in respect of which the receipt and 


expenditure takes place; 


(b) All sales and purchases of goods by the company; and 
(c) the assets and liabilities of the company. 

However, Section 306 (2) states that proper accounts 
are such as are necessary to exhibit and explain the trans- 
actions and financial position of the trade or business of the 
company, including books or papers containing details of 
cash received and paid daily, and, where the trade or 
business has involved dealings in goods, statements of the 
annual stocktakings and (except in the case of goods sold 
by way of ordinary retail trade) of all goods purchased and 
sold, showing the goods and the sellers and buyers thereof 
in sufficient detail to enable those goods and those sellers 
and buyers to be identified. 


Register of Debenture Holders: 


Not prescribed. 
(c) Availability for Inspection 


Subject to certain conditions, the books are available for 
inspection by various persons as under— 


Register of Members .. 


Register of Directors .. .. § 


Register of Charges .. 


Minute Books (Members) 


Minute Books eames 
Accounts é* , 


. ) To any member of the company free 


of charge and to any other person 
on the payment of not more than 
1/-, for not less than two hours 
in each day. However, in the 
case of the Register of Members 
it may be closed for periods not 
exceeding 30 days in a year. 


To any member or creditor of the 


company free of charge and to 
any other on the payment of not 
more than 1/- for not less than 
two hours in each day. 


To any member of the company 


free of charge for not less than 
two hours in each day. 


No provisions. 
To any director, at all times; and to 


an accountant acting for a direc- 
tor, with the permission of the 
Court. The directors are required 
to lay before the company in 
general meeting, at least once in 
every calendar year, a profit and 
loss account and balance sheet, 
together with a directors’ report. 
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Register of Debenture To any debenture holder and any 
OED ca 46. ea Seas shareholder of the company for 
not less than two hours in each 
day. The register may, however, 
be closed for a period not exceed- 

ing 30 days in a year. 


(d) Availability of Copies of Contents 
Register of Members: 
Any member or other person is entitled to a copy of the 
register of members within 20 days of his request at a charge 
of not more than sixpence for every hundred words. 


Minute Books (Members) : 


Any member is entitled to be furnished with a copy of the 
minutes of the proceedings of any general meeting of a company 
within 10 days after he has made a request for same in writing 
at a charge not exceeding sixpence for every hundred words. 

Register of Debenture Holders: 

Any debenture holder and any shareholder is entitled to a 
copy of the register within a reasonable time on the payment of 
sixpence per hundred words. 

A debenture holder is entitled to a copy of any trust deed 
on the payment of not more than 1/- for a printed trust deed 
or sixpence for every 100 words where trust deed is not printed. 

Accounts : 

In the case of a company not being a proprietary company 
(a) all persons entitled to receive notice of general meetings are 
entitled to receive a copy of the balance sheet which is to be 
laid before the company in general meeting, not less than seven 
days before the date of the meeting, and (b) any member of the 
company, whether he is or is not entitled to have copies of the 
company’s balance sheets sent to him, and any debenture holder 
is entitled to be furnished on demand, free of charge, within 
seven days with a copy of the last balance sheet of the company. 

In the case of a proprietary company any member of the 
company and any debenture holder of the company shall be 
entitled, within seven days after he has made a request, to be 
furnished with a copy of the balance sheet at a charge not 
exceeding sixpence for every hundred words. 


Note-—Under Metal Foil and Paper Order No. 26 of the 
National Security (Metal Foil and Paper) Regulations pub- 
lished in the Commonwealth Gazette on the Ist October, 1942, 
an insurance company is not to distribute a printed document 
to its members or policyholders during the currency of the Order 
except: 

1. Where otherwise directed in writing by the Minister. 

2. Where a shareholder, member or policyholder of the 
company requests the company to forward him a copy of 
such document (in which case the company shall deliver 
or post such copy to that person within 14 days after 
receipt of the request). 


Register of Directors 
Register of Charges .. .. $ No provisions. 
Minute Books (Directors) 
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(e) Filing Provisions 


Register of Members: 

The annual return (containing, amongst other things, par- 
ticulars of the register of members) is to be completed within 
60 days after the first or only general meeting in the year and 
a copy is to be filed with the Registrar-General forthwith. 


Register of Directors: 

Any change amongst the directors or in any of the particulars 
contained in the Register shall be notified to the Registrar- 
General within 14 days of such change. Particulars of directors 
are included also in the annual return. 


Register of Charges: 

The instrument creating the charge, from which the register 
is entered, accompanied by affidavit verifying the execution of 
the charge, shall be registered with the Registrar-General within 
30 days of its creation. 

The total amount of the indebtedness of the company at the 
date of the returns in respect of all mortgages, charges and liens 
is to be shown in the annual return. 


Accounts : 

Except in the case of a proprietary company a certified copy 
of the last balance sheet, with all documents and reports required 
by law to be annexed or attached, shall be included with the 
annual return. 

Minute Books (Members).—Printed copies of special and 
extraordinary resolutions to be filed with the Registrar-General 
within 15 days after the passing or making thereof or the dates 
when they become effective. 

Minute Books (Directors) 
Register of Debenture } No provisions. 
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War-time Responsibilities of Business Executives 
By C. L. S. Hewitt, B.cOM., A.I.C.A., A.C.A.A. 


National Security.(War Service Moratorium) Regulations 


An amendment to these Regulations restricts the compulsory 
acquisition of land for any purpose where that land is owned by a 
member of the Forces. The restriction is intended to ensure that the 
land will not be acquired without the prior consent of the Attorney- 
General unless the purpose of the acquisition is in connection with the 
defence of the Commonwealth or the efficient prosecution of the war. 


National Security (Supplementary) Regulations 


An amendment gazetted to these Regulations provides that the 
Minister for War Organisation of Industry may by order limit the 
offices, branches and agencies at which a trading bank named in the 
order may carry on the business of banking in any part of Australia 
and may, by the same or a separate order, direct that the trading bank 
shall close any office, branch or agency specified in the order at which 
the business of banking is carried on by it. 


National Security (Prices) Regulations 


On November 25, 1942, a sertes of amendments to these Regulations 
was gazetted. In announcing the amendments the Minister for Trade 
and Customs said that they were intended to strengthen the hands of 
the administration. 

Information contained under the Regulations may now be handed on 
to the Taxation Commissioner, who already has the right to supply 
information collected by him to the Commonwealth Prices Commissioner 
in pursuance of an amendment of the Income Tax Act. 

An amendment to the definition of “Service” brings all forms of 
royalties, tributes, etc., under strict price control. 

A further amendment relates to the control of inter-wholesale 
transactions and is designed to restrict price increases resulting from 
this form of trading. 

The amended Regulations also prohibit the offer for sale of goods 
declared under the Regulations, subject to a condition that other goods 
are also purchased. Similarly any alteration to the terms or conditions 
of sale to the advantage of the seller is prohibited. 

The powers of the Prices Commissioner to compel traders to publish 
prices for any particular goods have also been increased. 


National Security (Rationing) Regulations 

An Order made under this Regulation restricts the types of advertise- 
ments that may be published relating to rationed goods. 
National Security (General) Regulations 


An Order under these Regulations provides for control over hand 
and garden tools. 


In addition to the prohibition of the manufacture of certain articles 
and certain processes, the manufacture of a number of other hand and 
garden tools is limited to certain sizes and types which are set out in 
full in the relevant order. 
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Analysis and Interpretation of Financial and 
Operating Statements 


By Percy E. WILTSHIRE, A.I.C.A., F.A.LS. 


(Being a lecture delivered to the Commonwealth Institute Students’ 
Society, New South Wales Division) 


The subject of my address this evening is one of the most interesting, 
although perhaps one of the most difficult, of all subjects embraced by 
accountancy studies, and it is included in the syllabus of the examinations 
of the Commonwealth Institute of Accountants. Broadly speaking, it 
means— 


“How to read and understand: 


“(1) Balance Sheets, which are referred to as financial statements, 
because they are statements intended to exhibit the financial 
position of undertakings at a certain moment of time; and 

“(2) Operating Statements, such as Statements of Manufacturing, 
Trading and Profit and Loss Accounts, which tell, in figures, a 
complete story of the operations of a business during a certain 
period of time.” 


Accountancy may be described as the science which deals with the 
recording, verification, and presentation of facts relating to monetary 
transactions of every description, and embraces, briefly, the following 
functions— 


(1) Book-keeping, i.e., making entries and records in such books of 
account as have been designed to meet the requirements of the 
particular undertaking concerned ; 

(2) Auditing, i.e., verifying the accuracy of such entries, and/or the 
correctness of statements prepared from such entries; and 

(3) Analysing statements prepared from books of account and inter- 
preting the financial position disclosed thereby. 


These functions are all inter-related and, to some extent, inter- 
dependent, each constituting an important branch of the science of 
accounting, but in order to understand the last-named function—that of 
analysing and interpreting the figures presented—-it is essential that 
one should have a general knowledge of the other two functions. 

The importance of the subject may be gauged by the fact that, 
although financial and operating statements reveal the financial position 
of a concern at the close of a certain period, and the results obtained 
for that period, the proprietors of a business are not so much interested 
in the past history of their undertaking as they are in framing a policy 
for the future, and they desire to know what the figures indicate for the 
future of the business. By correctly interpreting the figures and trends, 
the accountant is able to advise his client what the figures denote, e.g.— 


(1) Is the business showing a reasonable return on the capital 
invested ? a ae . 

(2) Is the existing capital sufficient for requirements in the event of 
expansion of the business? 
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(3) Can the turnover be increased without materially increasing 
overhead expenses? 

(4) Are all departments profitable? 

(5) Is the rate of gross profit satisfactory ? 

(6) Is the stock being turned over sufficiently ? 

(7) Is there too much capital locked up in fixed assets? 

(8) Is the credit being effectively controlled, and are debtors’ accounts 
being collected promptly ? 


It is important to remember that a single balance sheet is usually 
inadequate as a basis upon which to formulate definite conclusions. A 
balance sheet must be read in conjunction with the statements accom- 
panying it, viz— 


(1) Manufacturing Account. 
(2) Trading Account. 
(3) Profit and Loss Account. 


Analysis and interpretation of these statements is effected largely by 
considering the relationship between certain factors of the balance sheet 
and certain factors in their accompanying operating statements. These 
relationships, however, are not necessarily conclusive, because a balance 
sheet merely shows the state of affairs of a concern at a particular 
moment and affords no comparison with its own past, whilst operating 
statements tell the story only of the period to which they relate. Neither 
a balance sheet nor its accompanying statements disclose progress or 
decline. For this reason it is necessary to compare the figures disclosed 
by a balance sheet with those shown in the previous balance sheet, and 
it is necessary to make similar comparisons of figures relating to the 
operations of a business. 

Such comparisons are usually made by preparing statements showing 
in parallel columns the balance sheet figures at each of the two 
balancing dates, and also the movements (increases or decreases) that 
have occurred in the figures during the intervening period. Similarly 
comparative statements are prepared for trading figures, showing the 
variations between the figures for the two periods. 

For purpose of illustration, we will first examine the Balance Sheet 
of M. Porium Pty. Ltd. as at June 30, 1942. We will afterwards make 
a comparison of the figures shown therein with those of the previous 
balance sheet of that company. We will also make a comparison of 
the Trading and Profit and Loss Account figures for the two years. 

The Balance Sheet (Fig. 1) which you have before you discloses 
Shareholders’ Funds amounting to £12,855, made up of the following— 


oo ee Pee ee eee. 
General Reserve .. .. .. 22 os oc oe «» 4000 
Profit and Loss Appropriation Account .. 855 


Total Shareholders’ Funds .. .. .. .. .. £12,855 


This amount of £12,855, comprising Shareholders’ Funds at June 30, 
1942, is represented in the Balance Sheet as follows— 
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Fixed Assets 
Land and Buildings .. .. ciate ieee a ie £3,000 
Plant, Furniture, ume etc. es, ke ee % 700 
TE ce oe ae ak ee Was Oe. 6 al 200 


Floating Assets 
I I 9 oe ke aa oe ROR Bk 
ee ee ee 
CO POT a ee eee 
ON ee ee eer ee 


12,380 
£16,280 


Less: Liabilities 
a ic vou: ice atte” idk, eb, adhe. ear Su 
ee ee 


Shareholders’ Funds . 


Fig. 2. 


It will be seen that of the amount of £12,855 comprising Shareholders’ 
Funds, the sum of £2,900 represents Fixed Capital, and £9,955 repre- 
sents Working Capital. 

To ascertain the amount of Fixed Capital, we deduct the fixed, or 
long term, liabilities from the fixed assets, thus: 


EE we wd i ae a ee edo. ee 
Less Delpemiures .. 44 6s 0s 6c ce te oe 1,000 


Eon: ds 0. c0- we 20 ac ce en Se 


The amount of Working Capital is ascertained by deducting the 
current liabilities from the current, or floating, assets, thus: 


.  .. EereretnrTnretntee 
Less Current Liabilities .. .. .. ...... 2,425 


rete CU ac cc ecw ress es os 66 


The financial position disclosed by the foregoing illustration is very 
sound. The ratio of total liabilities to total assets is 21-04% ; in other 
words, the shareholders’ interest in the assets is 78°96%, whilst the 
creditors’ interest is only 21:04%. Generally speaking, the capital 
invested in any business should be, at least, double the amount owing 
by the company to external creditors. In our illustration, we find that 
the shareholders’ interest is nearly four times greater than that of the 
creditors. 

The ratio to Shareholders’ Funds, £12,855, of Fixed Capital, £2,900, 
is 22:56%, and of Working Capital, £9,955, is 77-44%. The ratio to 
Shareholders’ Funds of Fixed Capital is important because it indicates 
the proportion of capital locked up in fixed assets; the proportion, of 
course, varies according to the nature of the business. For instance, a 
manufacturer usually has a considerable sum of money locked up in 
plant and machinery, whilst his current, or floating, assets may be 
comparatively small in value, whereas in a retail store a much greater 
proportion of capital is represented by floating assets in the form of 
stock and book debts. In similar classes of business, one company 
may own its premises, whilst another rents premises in which to carry 
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on its business. These aspects would require to be taken into con- 
sideration in determining whether the capital of a concern is being 
utilised to the best advantage. 

Our analysis of the Balance Sheet thus far has shown that the 
company’s financial position at June 30, 1942, was quite sound. It 
sometimes happens, however, that a company’s position is quite solvent 
and yet it may be unable to meet its commitments as they fall due. 
This position may have been created by one or more of the following 
causes : 

(1) The business may be under-capitalised. 

(2) Too much capital may be sunk in fixed assets ; 

(3) Too much money may be locked up in floating assets, e.g. : 

(a) the rate of turnover of stock may be too low; 
(b) the amount of outstanding book debts may be too high; 

(4) The business may perhaps be carried on at a loss. 

In our illustration, we have found that the business is not under- 
capitalised, nor is there too much capital sunk in fixed assets. We will 
now examine the position from the viewpoint of creditors. Current 
Liabilities at June 30, 1942, amounted to £2,425, whilst Cash Balances 
totalled only £1,100, but the creditors’ accounts are probably not due 
for payment for another 30 days, and in the meantime it is expected 
that portion of the stocks will have been converted into cash and that 
some of the book debts will have been collected. We therefore examine 
the current ratio; this is ascertained by dividing the current, or floating, 
assets by the current liabilities, thus: 





Floating Assets £12,380 

Current Liabilities £2,425 
. 12,380 

Current Ratio 2.425 =z $-21 to 1. 


This ratio may be considered very satisfactory. A current ratio of 
more than 2 to 1 is usually regarded with favour, but there is no hard 
and fast rule in this connection, as the current ratio must be viewed 
in conjunction with other factors, e.g.: 

(a) rate of turnover of stock; and 

(b) average credit duration of debtors’ outstanding accounts. 


These latter factors cannot be ascertained from a balance sheet; they 
are relationships between certain balance sheet figures and certain 
trading figures, as we shall see presently. 

Before proceeding with our comparisons, it is important to remember 
that a balance sheet is a snapshot photograph of the financial position 
of an undertaking; it discloses the position at a certain moment. Ina 
balance sheet, the values placed on the assets are usually regarded as 
their value to a “going concern” and do not necessarily bear any 
relation to current or market values, or what the assets would be likely 
to realise under a forced sale. It will be noticed that in our illustration 
we have no intangible assets, such as Goodwill, Preliminary Expenses, 
etc., that frequently appear in balance sheets. It should be borne in 
mind, when analysing a single balance sheet, that the assets appear at 
their book values, and the interpretation of the financial position of a 
concern will be influenced by the earning capacity of the business. A 
single balance sheet may possibly reveal quite a healthy financial 
position, but if the business is unprofitable the position will quickly 
deteriorate. In such a case it would be advisable to review the values 
at which the assets appear in the balance sheet. 
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We will now compare the balance sheet of M. Porium Pty. Ltd. at 


June 30, 1942, with that at the close of the previous financial year. 
This comparison is shown in Fig. 3. 


COMPARISON OF BALANCE 


SHEET FIGURES 









































As at As at 
30.6.41 30.6.42 Increase Decrease 
yoo Fund— 
Paid Up Capital . 8,000 8,000 
General Reserve .. 4,000 4,000 
Profit and Loss Appropriation Al c 555 855 300 
12,555 12,855 300 
Liabilities— 
Debentures wei 1,000 1,000 
Sundry Trade Creditors 2,250 2,000 250 
Provision for Taxation 250 325 75 
Accrued Charges .. 200 100 100 
16,255 16,280 375 350 
Net Increase 25 25 
£16,280 £16,280 £375 £375 
Assets— 
Land and eines 3,000 3,000 
Plant, etc. 750 700 50 
Motor Vehicles 250 200 50 
Stock on Hand 8,000 7,300 700 
Sundry Debtors 3,665 3,500 165 
Investments 360 480 120 
Cash Balances 230 1,100 870 
16,255 16,280 990 965 
Net Increase 25 25 
£16,280 £16,280 £990 £990 
Fig. 3. 


It will be noticed that the 


only movement during the year in Share- 


holders’ Funds is an increase of £300 in the credit balance i in Profit and 


Loss Appropriation Account. 
Funds is reflected as follows: 


Net increase in total assets wit 
Add Net decrease in external liahilities 


Increase in shareholders’ funds 


The 


follows: 


net decrease of £275 


in external liabilities 


Decrease in liabilities to trade creditors 


Add decrease in accrued charges 


Less increase in provision for taxation 


Net decrease in external liabilities 








This increase of £300 in Shareholders’ 


is made up as 
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On the assets side of the balance sheet, the principal movements are 
decreases in stocks and book debts, and an increase in cash balances. 
It will be noticed also that the company increased its investments by 
£120. 

Comparing the financial position at June 30, 1942, with that at June 
30, 1941, it will be observed that the ratio of external liabilities to 
total assets has fallen from 22:76% to 21:04%, and the current ratio 
has risen from 4.54 to 1 at June 30, 1941, to 5.11 to 1 at June 30, 1942. 
Both of these are favourable trends. It is important to notice also 
that the cash balances have increased from, £230 to £1,100. This 
improvement in the liquid position is not only an advantage insofar as 
meeting creditors’ claims is concerned, but it denotes that additional 
cash is available for immediate needs. 

We will now compare the Trading and Profit and Loss Account 
figures for the two years. The comparative statement (Fig. 4) is a 
simple illustration of the method of comparing operating statements. 
In practice, of course, comparisons of the figures of each department 
would be made. 


COMPARISON OF TRADING AND PROFIT AND LOSS ACCOUNT 


















































FIGURES 
Year ended Year ended 
30.6.41 30.6.42 
Increase | Decrease 
Amount % Amount » 4 
Sales... on .- | £24,500 |100-00 | £25,000 {100-00 £500 
Gross Profit .. -- | £4,900 | 20-00 £5,250 | 21-00 £350 
Expenses— 
Advertising .. a 200 -82 200 -80 — —_ 
Bad Debts... aie 275 1-12 300 1-20 25 _- 
Depreciation .. o- 100 41 100 *40 _ — 
General Expenses... 155 -63 175 -70 20 — 
Insurance = ie 100 41 125 -50 25 —_— 
Interest oe os 50 -20 50 -20 _— —_ 
Lighting aia a 125 51 150 -60 25 — 
Motor Expenses os 245 1-00 250 1-00 5 —_— 
Stationery, Stamps, etc. 140 -57 150 -60 10 — 
Travelling Expenses 220 -90 250 1-00 30 _- 
Wages and Salaries .. 2,800 | 11-43 2,875 | 11-50 75 —_ 
Total Expenses .. .- | £4,410 | 18-00 £4,625 | 18-50 £215 
Net Profit before pro- 
viding for Taxation .. £490 625 135 
Provision for Taxation 250 325 75 
Net Profit after providin 
for Taxation .. oa 240 300 60 
Fig. 4. 


In our illustration, the comparison reveals an increase of £500, or 
2:04%, in Sales, and this increase in Sales is accompanied by a rise 
in the rate of Gross Profit from 20% to 21%. These increases are 
small, but they are, nevertheless, upward trends, indicating progress, 
and it will be noticed that the combined effect of these two favourable 
influences is an increase of £350 in the amount of Gross Profit. This 
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improvement, however, is partly offset by an increase of £215 in 
Expenses, and an increase of £75 in the Provision for Taxation, with 
the result that the Net Profit, after providing for taxation, shows an 
increase of only £60. 

It is important to compare not only the amounts of the various items 
of expense, but also the respective ratios thereof, to Sales. In our 
illustration the ratios are seen to have risen in several instances. 

As already intimated, there should also be compared relationships 
between certain Trading figures and Balance Sheet figures, e.g. : 


(1) Stock to Sales. 

(2) Debtors’ Accounts to Credit Sales. The relationship of Stock 
tc Sales is generally referred to as the rate of stock turnover. Rapid 
stock turnover is very desirable as the aggregate profits will be so 
much higher in proportion to the capital invested. The rapidity of 
turnover of stock varies considerably according to the class of business 
and the nature of the stocks. 

The stock turnover is calculated by dividing the cost of goods sold 
by the average stock; thus in our illustration the rate of turnover of 
average stock for the year ended June 30, 1942, was 2°58 times, arrived 
at as follows: 

Sales for the year .. .. .. .. £25,000 
Pe) 





Less Gross Profit ,250 
Cost of Goods Sold .. .. .. .. £19,750 
Stock on Hand at commencement of year £8,000 
Stock on Hand at close of year .. .. .... 7,300 

£15,300 
Average Stock = oe = £7,650. 
£19,750 _ 


Rate of Turnover of Average Stock: 47650 = 2°58 times per annum 


This rate of stock turnover is much too low for a business as a whole. 
In certain departments a turnover of 24 times in a year may be 
considered satisfactory, but in other departments the turnover is much 
more rapid, and therefore the average rate of turnover for the business 
as a whole should be much greater than 2:58 times per annum. The 
low rate of stock turnover indicates that the stocks carried are well 
in excess of normal trading requirements, having regard to the volume 
of sales for the past year. 

If the rate of stock turnover is high, you can afford to sell on a 
smaller rate of gross profit, but if, on the other hand, the rate of 
turnover is low, there is a danger of accumulation of stocks that may 
be affected by changing fashions, deterioration, obsolescence, etc., result- 
ing in a weakening of the cash position. 

We cannot make a comparison with the rate of stock turnover for 
the previous year, because, in our illustration, we have no information 
concerning the stock on hand at the commencement of the previous 
year. 

The relationship of debtors’ outstanding accounts to credit sales is 
referred to as the average credit duration and is calculated by dividing 
the total of the outstanding book debts by the average monthly credit 
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sales for the past six or twelve months. In our illustration, we will 
assume that all Sales are Credit Sales. 

For the year ended June 30, 1941, the sales amounted to £24,500, 
an average of £2,042 per month, and the debtors’ outstanding accounts 
at the close of the year totalled £3,665, the average credit duration of 
the debtors’ accounts being: 

£3,665 
£2,042 

For the year ended June 30, 1942, the sales, totalling £25,000, 
averaged £2,083 per month, and the debtors’ outstanding balances 
amounted to £3,500, the average credit duration being 1 month and 
21 days. 

This comparison reveals a slight shortening during the year in the 
average credit duration of debtors’ accounts. There is, however, room 
for further improvement, because the company is required to pay its 
creditors within 30 days in order to obtain the benefit of cash discounts. 

The relationship of Purchases to the amount owing by the company 
to its Trade Creditors is also important, and is of particular interest 
to prospective suppliers. The ability of a company to meet its obligations 
as they fall due and gain the full benefit of cash discounts depends 
largely upon: 


= 1 month and 25 days. 


(1) Rapidity of turnover of stock; and 
(2) The prompt collection of debtors’ accounts. 


Another important factor in the analysis and interpretation of 
financial and operating statements is the net return on investments, or 
in other words, the relationship of Capital invested to Net Profit. In 
our illustration, we find that the Paid Up Capital is £8,000, and that 
the Net Profit, before providing for taxation, was £490 for the year 
ended June 30, 1941, and £625 for the year ended June 30, 1942, the 
Net Return for those years being 6°13% and 7-81% respectively. This 
net return on capital invested is, of course, very low. 

There are other factors to be taken into consideration in the analysis 
and interpretation of financial and operating statements, but the 
principal points have been covered, and it is hoped that they may 
serve as some assistance to you in your studies of the subject. 

The company mentioned in our illustration is small, it being, I think, 
easier to follow smaller figures, but similar analytical tests may be 
applied irrespective of the magnitude of the business. The analysis and 
interpretation of figures and trends, however, relate to normal con- 
ditions, disregarding the effect of existing war-time legislation, e.g 
Income Taxes, Company Taxes and Price-fixing Regulations. 

A lecture on this subject is hardly complete without some reference 
to share valuations, but there are so many matters to be considered in 
determining the value of shares that it could, with advantage, I suggest, 
be placed on the syllabus as a separate lecture to be delivered at some 
future date. 


"> 








al 
ev: 








0, 
eS 
id 


TT, Vr OS 6*"ClCR VON 





+) 
> 
4 


Sa 








THE AUSTRALIAN ACCOUNTANT 


Depreciation Under The Annuity System 
By Epcar VIVIAN ARENTZ, A.C.A.A., etc. 





Karl G. Karsten, B.A. (Oxon), a very distinguished computer, has 
said: “The first mathematical operation in the world was probably 
more difficult for its discoverer, than the most complicated mathematical 
processes are for us to-day. Prehistoric man was able to master that 
initial operation and hence you are confronted with the disconcerting 
question : ‘Are you intellectually weaker than the cave man, the stone-age 
man, and the iron-age man?’ If you admit the charge...” But in any 
case the average man has never received any encouragement to think. 
Take a look at the wonderful statistics in the popular press regarding 
the form, etc., of the numerous ponies accepting maybe for Randwick, 
Caulfield, or other courses, on any day of the week, and, we, as genuine 
punters, immediately conclude that to think in this circumstance is just 
sheer waste of mental effort. Why, is not all the information clearly 
classified for us? Yes it is, and, as a matter of fact, all that is necessary 
is for us to select three or four of the nags for each race mentioned, 
and the winner, as the case may be, is in the “bag”; unless, of course, 
a “rank” outsider at, say, 6 to 1 or so, happens along. But not only 
with respect to the racing aspect: take our politicians. They are paid 
(only out-of-pocket, of course, as it were) to think for us. This has 
to be so, because every time we endeavour to draw visions our headache 
becomes so violent that all power of thought is lost sight of. 

In great truth, the bulk of the work which is to be shown in the 
following is under theory which was deduced (or, rather, devised) 
crudely, without its discoverers being in possession of ordinary tools- 
of-trade for computing purposes. And this was some hundreds of 
years ago into the bargain. Therefore, we have no need to be dis- 
couraged by Mr. Karsten’s remarks at the opening. In our previous 
article in The Australian Accountant of May last, we, in a manner, 
suggested that any dogma regarding the theory and practice of de- 
preciation was hardly to be tolerated, unless the argument put forth 
could be well sustained. But needless to say the various Commissioners 
of Taxation of the Commonwealth are afforded the privilege of being 
plain spoken upon perhaps a question involving the depreciation of 
some (or more) wasting asset, as the occasion may require. This 
authority (to make a long story short) is imperative in order to dis- 
courage and restrain the more foolhardy amongst us. Still, are we 
entitled at all to assert that in the subject of accountancy there is the 
true make-up of an exact science? We think not, since the calling is 
a mass of ramification from end to end; and this feature becomes more 
evident as time goes on. 

Methods of Depreciation, etc. Memory takes us back twenty-odd 
years. In the board-room of one of the largest industrial concerns 
in Australia sat the senior auditor, together with other executive officers 
of the undertaking, examining the tentative trading, profit and loss 
accounts and the balance sheet. At that precise moment an old employee 
(the stocks recorder) entered. Said the senior auditor to this employee: 
“Well, Mr. Montmorency, and what do you think of this year’s net 
profits?” The reply was: “Which, the real or supposed?” Just those 
five words, but therein enough wisdom to satisfy a voluminous text 
if interpreted wisely. And this was from a person whom we are 
compelled to place in the category of an accountancy ignoramus. 
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But we knew this old employee and, moreover, were on the spot to 
observe the facial expressions of all concerned when his 2,000 lb. bomb 
hit the mark. The joke went right home. Yes, “real or supposed.” 
Accountants, note! However, we do say, in excusing ourselves for 
entertaining some funny and grotesque methods, the accountant in his 
profession compares favourably if the work completed by other workers 
adopting the more skilled technique be examined. When, for example, 
in taking stock of the medical profession, we have in mind that old wise- 
crack with whiskers on it which has it that a man subject to frequent 
fits was compelled to place around his neck a tin plate on which the 
inscription read: “It’s not my appendix, that organ has already been 
removed six times.” 

We remember some years ago reading an article by a very dis- 
tinguished practising accountant in which he waxed eloquent regarding 
the paramount importance of the student being equipped with a good 
knowledge of mathematics. But after so many years connected with 
the profession of accountants, we have become intrigued, by such state- 
ment. As a matter of fact we have noticed some standard text-book 
writers on advanced accountancy informing readers that (in chapters 
on depreciation) the annuity method is complicated, etc., etc. This kind 
of inference is weak when addressing accountancy students and other 
men of business. In an address to a body of wharf labourers, as wharf 
labourers, yes, the annuity may be complicated. But elementary mathe- 
matics, in a commercial sense, should definitely be the function of the 
accountant. The theory of the Simple Annuity Certain refuses to 
proceed beyond the limits of very elementary arithmetic, and this 
assumption will be proved presently. However, we have always con- 
tended that there are too many “tuck” shops surrounding our accountancy 
colleges. Coming more directly to the subject of depreciation, the 
arithmetical procedures which have a tendency to confound the average 
student are those as under: 

1. The Diminishing Balance System. 

2. The Annuity System. 

3. The Depreciation Fund System. 

In May last we demonstrated something in the matter of (1), or 
the D.B.S., and we feel sure that those readers who favoured us here, 
found no difficulty in following the theme of arithmetic manifest therein, 
which merely took in the “ABC” of that study. No, the methods to be 
demonstrated in 1, 2 and 3, are not complicated. 


For the theory of the Annuity 

First : 

If we were to invest £1 at 2% p.a., at the end of the first year 
we would have £1:02 = £1/0/5, near enough. 

Then at the end of the second year our £1 would be (1-02) (1:02) 
= £1:0404 = £1/0/10, near enough. 

While at the end of the third year our £1 would be (1-02) (1-02) 
(1:02) or (1:0404) (1:02) = £1:061208 = £1/1/3, near enough. 

Here we have formed what the computer might call a table of the 
amount of 1 in 1 to 3 years. If the symbol (1 + 7)” be written at the 
top of such a table we recognise it as one to m years (or periods of any 
length of time, if we like), the rate of interest being 7. 

Actually the procedure in arithmetic is only bordering on that 
attempted in fourth form at primary schools and little better than a 
multiplication successively by 2, the other movements being measured 
in mental fashion. 
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omb § 204 
ed.” & ena 
for oe Z l ‘0404 
cers @ grmanencngs 
ple, BS 3. 1:061208 
ise- § smneneens 
ent Then, in such manner, multiplying successively by -02, and adding 
the #§ previous values, we could proceed to n years, or periods, always taking 
een — care to limit the decimal places to that number desired for table in 
. progress, after which we would again avail ourselves of the laws of 
dis- @ approximation in order further to restrict the number of decimal places 
ling 4 required for the finished product, and so ensure great accuracy. The 
ood rule is only common sense in that it adheres to the principles of working 
vith @§ to the nearest point where any value is either retained or rejected; 
ate- Me for example, in the above, we do not want our decimals to move further 
ook @ than, say, ten for the preliminary, whilst seven are to be retained for 
ers the finished product. Then: 
ind 3. 1:061208 
her 2122416 
arf = ——____— 
he- 4. 1:08243216 
the 216486432 
to ES 
his 5. 1-1040808032 
on- 220816161 
acy sonmdniumaniieii 
the 6. 1:°1261624193 
ge ee 
And so on to any value n years or periods. 
In the foregoing at period 5, ten places were in evidence and therefore 
in multiplying by -02 to get the next succeeding value at period 6, it 
5 became necessary to commence restricting. Here we took 32 K 2 = 64, 
or and since it had to be rejected, armd was a value whose first digit (6) 
re, §} was greater than 4, a unit was thereupon added to the product of the 


‘1, §} next operation, 0 X 2. In other words the carriage to the next move- 
= §©6ment was increased by a unit. Hence 1 was placed under the 2 as 
= demonstrated. In cutting further for the finished table to seven places, 
H we would have: 1:02; 1:0404; 1:061208; 1-0824322; 1-1040808; 
§ 1:1261624. In plain, we find that the method is just similar to that 
= which obtains where it may be convenient to work to the nearest 


at Be openny, or pound, etc.; and so if the first digit to be rejected is not 
2) Hm qual to 5, there is no compensation of a unit for that last retained. 
“/ @ But see any standard arithmetic for greater details if doubtful of the 
> oe simplicity. . . 
rh Now to our table. If we are provided with 1 and its accumulation, 
> the work of finding the amount of any other sum is quite mechanical: 
he = for instance, what sum will £25 amount to at 2% p.a. in 3 years? 
he @ 106-12 
ny § Briefly we have ———- = £26°530 = £26/10/7. 

Ss 4 
. Obviously the same procedure obtains if we use Jerusalem currency, 
‘a or the currency of Jerilderie just demonstrated. Thus $25 amounts 





to $26°53 in taking the U.S.A. monetary system. 
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Checking the foregoing work, which was completed by a thirteen- 
year-old girl, we have: 


Second: 


Now if £1 amounts to £1:02 at the end of 1 year, or period, 
what sum will amount to £1 in the same period? 


This is just a matter of simple proportion, of course, and the § 


1 


Ay 


7 


ala 


Rabies, 


hare y 


function we find to be —— = £:98039 = 19/7, 5 places being | 


1:02 
utilised. 
What an arithmetical extravaganza it is to divide 1 by 1-02! 
For years 2 and 3 we have under the same guidance: 


1 1 
= £:96117 = 19/3; and —————- = £:94232 = 18/10. 
1:0404 1-061208 
Let us take the problem of £25 reaching £26°530 shown above. If 
£25 amounts to £26°530 in 3 years, what sum will amount to £1 in the 
same period? 





1 25 1 

By proportion we have X— = £:94232 = 
26°530.. 1 (1:02)8 

For these movements we have symbolically v, v, v°; and these 

reciprocals of the respective amounts of 1 are stated as the present 


, as before. 








values of 1 due in 1, 2 and 3 years, or periods. If m years, or periods, J 


be involved, we would have v". Present values of 1 tables are generally 
headed v*. 

Further, in order to show that the present values do in respective 
order equal £1 at the end of the years indicated, we have: 























£ £ £ 
Present Values .. .. 2. 22 0+ « “980 ‘961 942 
Add Interest 2% end Ist year .. 20 19 19 
[Payment of £1 to Annuitant, Ist year (£1:000)] -980 ‘961 
Add Interest 2% end 2nd year .. 20 19 
[Payment of £1 to Annuitant, 2nd year (£1:000)] -980 
Add Interest 2% end 3rd year .. 20 
Payment of £1 to Annuitant, 3rd year £1:000 








From this, then, we could safely say that the present value of £1 p.a. 
for 3 years is merely the sum of present values of 1 due in 1 to 3 years. 
That is to say, 980 + -961 + -942 = £2-884 (taking cognisance of 
the 5 places to start with) and represents the present value of £1 p.a. 
for 3 years, interest at 2% p.a. Clearly, then, from these present values, 
we have the ingredients which go towards making a table under the 
heading of 

1—uw 
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In general terms it represents the sum of like series of present values, 
the deducing of which is just ordinary arithmetic, as hereunder. Using 
a method of summing the series which we think may be appreciated 
by the immature computer, but which would stand in ridiculous light 
from the viewpoint of those used to general expression, we have by 
taking 5 decimal places on the one side and 3 on the other: 





2:884 <= ‘98039 + -96117-+ -94232 
2:884 X 1:02 == 1 + -98039 + -96117 
2:884 KX 1:02 —2-884= 1 — -94232 
“. 288x (1:02 — 1)= 1 — -94232 
*, 2884 = 1 — -94232 ‘05768 
‘02 ‘02 


Let us take the procedure piecemeal. After forming the equation, 
both sides were multiplied by 1:02. Then by subtracting 2.884 from 
both sides every value on the right, in between 1 and 94232, cancels out. 
And if there were, say, 10,000 or more terms involved in series, a 
similar result would obtain insofar as cancellation is concerned (but we 


. , 1 ; 
know the perpetuity to be simply z- This would be when the last term 


becomes so small as to assume insignificence and we then make it dis- 
appear altogether). Next we merely altered the form of the values 
on the left without disturbing the value as a whole and in order that 
both sides could be finally divided by -02, thereby allowing for the 
verification of the sum, 2°884. The operation is clear cut and generally 
we would have: 


n | =v+2%4+H84+---4+ym1 14 uy 


n | = 1 — *, by deducing as above, but not so thoroughly 


2 


understood by the average student. 

But to go back to our problem. If we handed over £2:884 to a 
finance company it could on a 2% basis (on the face of it) guarantee 
us £1 at the end of 1, 2 and 3 years. Thus the £2:884 is the present 
value of the annual sum of £1 to be received. This is as the problem 
stands—not being influenced by other factors, such as life contingencies. 

Colossal !—Stupendous !: What a Mathematician ! 

It is patent, from what we have demonstrated in working out any 
problem under this heading, all that is required is to know the length of 
time, rate of interest and the amount of the annuity. 


Third: 


In the problems for the repayment of loans under the annuity system, 
the question is not one in which we require to know the present value 
of 1 p.a., or period, but rather are we confronted with the task of finding 
the amount of an annuity which 1 will purchase. But this time we 
should be quite au fait reciprocals (reciprocals are two factors which 
together = 1; as ¢ X 4 = 1, and $ is the reciprocal of 2 and vice versa). 
As the values in repayment of loan tables under the annuity are just the 
reciprocals of the present values of 1 p.a., we have by proportion, if 
£2:884 purchases an annuity of £1 for three years, what is the amount 
of the annuity £1 will buy? 
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ee eee ee 02 
This 1S 7-R84 = £ 347 = £ (soe 


Thus for our £1 lent we would receive £:347 p.a. for three years, § 


interest at 2% p.a. 


£ 
MO 6 44 ue oe ot ac ah Se 
Add 2% at end of first year .. .. 020 
WN 44.00 at. o¢ oe ax ue Se 
Payment to annuitant, first year ..  °347 
Balance at beginning second year .. 673 
Add 2% at end of second year .. ‘014 
lt ds bs ae dh od ee. oe ee 
Payment to annuitant, second year -347 
Balance at beginning third year .... -°340 
Add 2% at end of third year .. .. —_-007 
TE it oa ee oe ee oe oe | 
Payment to annuitant, third year .. 347 


As indicated at the outset, when values on this basis of 1, or a unit,— 
regardless of the currency, foreign or otherwise—are available to us in 
table form, the values on the basis, any other amount whatsoever, are got 
therefrom by simple multiplication. To this end if we wished to ascer- 
tain the amount of the annuity £3,290 would purchase for three years, 
or periods, at 2% p.a. or per period, multiply this value by the amount 
indicated in table. But don’t try it on with a table showing less than, 
say, 6 or so places of decimals. We have discovered some who will persist 
in toying with tables (logarithm and interest) to 4 places. Standard tables 
are almost invariably taken to 8 or 10 decimal places. The table which 
we have been considering at the moment would be headed (maybe) 


—— Of, . and would represent a table of the amount of an 


6 1 — 
n | 

annuity 1 will purchase. At this juncture we can state that all demon- 
strations have been completed in conformity with the simple procedure 
manifested at the outset and in adhering to this rule only the very 
simplest kind of proportion was resorted to. We feel, therefore, no 
reader will deny the honesty of such assertion. 

Now in the matter of depreciating a fixed, or wasting, asset under the 
theory set forth, we find that an asset such, as a Leasehold (where the 
contract is not subject to the dilapidation clause) follows the mode. In 
leaving detailed discussion regarding advantages—disadvantages, of the 
system to the many excellent texts offering (Mr. P. D. Leake, F.c.a., 
in his “Depreciation and Wasting Assets,” produces a wealth of in- 
formation for the student) only the arithmetical procedure, coupled with 
a few following opening remarks will be given attention. 

All readers are no doubt aware that the purchase price of a Leasehold 
is rent paid in advance, the full purchase price being handed over upon 
the signing of the contract. In any case this is how we want the 
particular for the problem to be shown. 
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That being an accepted fact we would find the purchaser arguing 
that if the money so expended were used in his business it would earn a 
certain rate of interest. He thereupon makes this assumption felt by 
charging Leasehold account with interest from year to year over the full 
period on the amount outstanding and as indicated at the debit of such 
Asset Account from year to year. (We interpret these outstanding 
balances as unexpired capital, the expired capital being in the nature of 
depreciation already written off), while at the same time a corresponding 
credit is passed to a special Interest Account finally transferred to 
Revenue. However, this interest brought into the financial records, is 
quite fictitious, or imaginary, and apart from causing a re-arrangement 
or predisposition of profits over the life of the Asset, should it be 
decided to ignore the interest function and write off the asset on a 
straight-line basis, nothing is disturbed unless there be a small difference 
created by calculating simple interest on the accumulated portions of 
amounts released (expired capital) under the two varying methods 
suggested. Mr. Leake, and other authors, illustrates these special points 
with great amplification. But we find the average authority strong in 
condemnation of the procedure of the annuity except where an asset to 
be depreciated thereunder is in the nature of Leasehold. Here it is con- 
tended imaginary interest has some practical use since its presence does 
tend to bring the annual rental value up to what may be considered a 
more reasonable figure, and, that, in consequence, a comparison of costs, 
etc., with those of competitors might be more adequately checked. This 
argument is apt in the circumstance. where a competitor pays ordinary 
annual rent for Land and Buildings. If the problem to be shown is 
studied with recourse to the Leasehold account at the end, we may be 
supplied with a good illustration of what some writers say is an 
“inequity of the charge for depreciation.” For our problem the purchase 
of the Lease is £2,800, but by virtue of interest debited totalling £433-650 
we have £2,800 + £433:650 = £3233-650 to be written off in 5 years. 
This is £646:730 p.a. That is how it would appear, but actually we find 
that the burden for depreciation becomes increasingly great as the years 
go by. For instance, in the first year while the charge is £646°730, if we 
eliminate interest which is purely fictitious, the burden to Revenue is 
£646:730 — £140-000 (interest on debit side) = £506°730. So again 
for the second year £646:730 — £114°664 =— £532:066 = the real 
burden for depreciation. Taking the last year in such light, we have the 
burden £646°730 — £30:798 = £615-932, and not the stated £646-730. 
These facts disclosed, and already inferred, are due to charging for the 
first year 5% p.a. on £2,800 unexpired Capital, and so on for the remain- 
ing years, where the same rate is charged on that portion of Capital 
wrapped up in Leasehold and which remains unexpired during the period 
when the charge is completed. 

For our problem let us take as follows: 

Assume a Leasehold having 5 years to run is purchased for £2,800. 
If rent paid in advance is worth 5% p.a. to the business, what should be 
the annual charge for depreciation? 

From theory produced we should now be in a position (and in respect 
of the above prob!em) to write instantly 

I 5 Of ‘05 T —&§ 

— moar = i— (1-05) —5 ( Note (1 05) 

5 | 
Any good table such as Archer’s would give us the amount of an 
annuity that 1 will buy. For the problem we should get therefrom the 


1 
” ase) 
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value ‘230975, correct to 6 places. Therefore, -230975 « 2,800 = 
£646°730 = the amount of an annuity £2,800 will purchase. If tables 
are not available there will be no difficulty in our applying the theory 
of logarithms—the student having the knowledge of this invention is 
quite independent of tables regardless of the problem and the rate of 
interest to be employed. As a plain truth the procedure in logarithms is 
very much more simple in arithmetic than anything previously demon- 
strated in our article. If we should be able to get on the right side of 
our Editor on one of those not too far distant days the ease of inter- 
preting the auxiliary number will be put in brief manner. Every 
qualified accountant should know his logs and antilogs, because their 
operation ts in the sphere of accountancy. Business statistics become 
a sort of monstrosity where the function is requisite in problems, but 
remains absent owing to the failure of the recorder to manage the 
situation. What a great pity! 
By logarithms— 
Log 1:05 0211893 
—5times , = 1-8940535 
Antilog = 783526 
Also, 1 — ‘783526 = -216474 


And, ‘05 E 
—714a74 = 230975, to 6 places as before. F 


The skeleton Leasehold Account is as hereunder: 


Dr. LEASEHOLD ACCOUNT Cr. 





Year ‘Particulars... Amount | Year. Particulars Amount 

£ 

1 To Cash .. .. .. .. 200-000 1 By Depreciation . .. .. 646-730 
, Interest (5%) .. 140-000 » Balance .. .. .. .. 2293-270 


2940-000 
70 BE ox ns es 2293-270 3y Depreciation 
» Amterest .. .. .. 114-664 » Balance .. 


2407 -934 
To Balance .. .. .. 1761-204 } y Depreciation . 
» Interest .. .. .. 88-061 ,» Balance . 


1849-265 


To Balance .. .. .. 1202-535 , Depreciation . 
» Interest .. .. .. 60-127 » Balance .. 


1262-662 


To Balance .. .. «. 615-932 y Depreciation . 
» Interest .. .. .. 30-798 


646-730 
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Costing Systems for Defence Work 


By A. J. GAIRNS, F.F.LA., A.A.LS., A.C.A.A., L.CA, 


The obvious purpose behind any system of costing is to subdivide 
the various elements contributing to manufacture in order to check 
a previously prepared cost by comparison or to enable such a cost to 
be prepared from the information thus presented. In other words, a 
system is satisfactory if it allows a standard or estimate to be compared 
with actual results and by so doing eliminates the aspects of profit or 
loss in manufacture. On the other hand, accounts presented in such a 
manner as to show actual material used, wages paid, and expense 
incurred on any product, process or group of operations will enable 
costs to be prepared and controlled. 

The essential features of a good costing system may be enumerated 
as follows: 

(a) Clarity of presentation of results. 

(b) Facility in obtaining necessary data. 

(c) Absolute accuracy of results produced. 

(d) Adaptability to present and future needs of the industry. 

(e) Suitability to expansion and dissection. 

(f) The extent to which the system is incorporated and proved by 

the financial books of account. 

These requirements are important but not necessarily vital. For 
instance, it need not be said that a- method of costing which is on the 
“single entry” principle and not subject to check by the books of account 
is, on that basis, quite worthless. Some excellent systems are founded 
on recorded experiences in the past and subjected to rigid control in 
the present without the advantage of accounting supervision. We 
must, of course, have an ideal to strive for, and it may perhaps be found 
in a combination of the above requirements. It may be necessary in 
these war-time days to add another very important aspect of costing 
work. This is the necessity of supplying greater and more detailed 
information with smaller and less experienced staffs while submitting 
factory and industrial operations to the minimum interference. This is 
a growing problem in every office to-day. 

Contract Costing 

It may be useful at this stage to consider the foregoing ideals from 
the point of view of Government contracts and the demands made by 
such work on the system in operation. 

In the first place it is obvious that the costing methods used must 
be adapted to the different circumstances of Government costing. To 
mention only one matter—the items of overhead which are disallowed 
—is to produce one instance alone where the methods used, and the 
information provided, are rigorously overhauled and amended by the 
investigating official. Unless the system is adaptable to this treatment, 
much wasted time and trouble will result. 

Probably the most important requirement from the aspect of Govern- 
ment work is the accuracy of the figures ard their clearness in 
presentation. Particularly is this so if copies of accounts are required 
and no opportunity of personal explanation is presented. Fortunate 
indeed is the accountant who can simply type out his comparison 
statements in a manner likely to be clear and comprehensive to the 
department or service concerned. 

I have found by experience that cost figures presented as part of the 
financial records of the business are accepted without question as being 
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completely proved and correct. If, in addition, an auditor’s certificate 
is available extending not only to the final balance sheet but to the 
individual cost accounts, a great gulf has been breached in securing 
the confidence of the officer of the department detailed to secure true 
contract costs. In all the other matters mentioned above it can be said 
without hesitation that these ideals are more than ever desirable in 
accounts and systems subject to Government cost investigation. 
Types of Government Contracts 

As far as can be ascertained, there appear to be four main types of 
Government contract— 

(1) “Cost plus” contracts: These are paid for on the basis of an 
agreed percentage of profit on the established cost price to 
produce the article. This profit margin may vary from 4% to 
10%. 

(2) “Cost check” contracts: Under these orders, a price is fixed 

subject to the contractor’s costs being checked. In effect these 
contracts are similar to “cost plus” with the difference that no 
fixed profit basis is arranged beforehand. Under this system, 
a profit margin of, say, 10% or more may be considered 
“reasonable” and allowed as such in full. 
“Target” costs: These are used in cases where a completely 
new product is being manufactured and the Government agrees 
to pay all experimental and initial costs of production, after 
which a “bull’s-eye view” of the cost is obtained and a price 
fixed for future deliveries based on the result of this preliminary 
work. This method was widely used in England. 

(4) “Straight-out” contracts: These are obviously contracts let 
without any restriction or limit to profit and, presumably, not 
subject to any audit or investigation by the Government's 
officers. 

Having reviewed these four types, it is obvious that a discussion of 
costing methods relative to Government contracts will be confined to 
the first three classes, although, of course, internal requirements in 
the firms who are doing “‘straight-out” work may necessitate a considera- 
tion of the best methods of presentation of the costing figures. Perhaps 
a new department may be necessary or a redistribution of overhead. 
In the main, however, the systems outlined below are designed to 
facilitate the investigation, reconstruction or presentation of figures 
by a Government cost expert. This official is detailed to report to the 
Contracts Board or other body on the cost price and the profit margin 
of the goods manufactured under the contract. 


The Initial Cost-check 


With regard to the Government work under discussion it is well to 
say at this stage that, in the first instance, all costing figures submitted 
should be along the lines usually adopted by each concern in the 
ordinary course of its business. In other words, if the managing 
director of the establishment requested his cost accountant to submit 
to him a correct cost of the contract on completion, that is the cost 
which should be submitted to the investigating officer. No attempt, in 
my opinion, should be made by the firm to reduce its cost because 
certain overhead items are expected to be disallowed or to increase the 
cost by including items such as special laboratory investigation which 
it would not normally include in a cost. The former deductions are the 
affair of the Government costing officer, and the latter inclusions will 
probably not be allowed in any case, as well as being unfair and 
misleading. 
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AN. 





By laying down this general principle for the initial interview with 
the Department, it must not be taken for granted that this cost basis 
will be accepted by them or will not be immediately amended in future 
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u 
fa work. The point is that there must be some general principle for 
said preliminary discussion, and this has been laid down as a cost submitted 
- in by the contractor which is investigated and usually amended by the 
cost officer on inspection of the contractor’s books of account and other 
documents relating to the order. If the firm has been using some cost 
: system—no matter how elementary—which is regarded by them as 
3 Ol satisfactory, then this is obviously the basis to commence the cost check. 
© The Department will outline its requirements should this system not 
an § meet with its approval and these can be incorporated in subsequent 
to & costs. 
-to § While adhering to this principle on broad lines as a basis of working, 
™ a new contractor with little experience in Government requirements 
xed would possibly be wise to bear in mind some of the following matters— 
les¢ GP = (a) Workmen’s time cards or work tickets are invariably required 
no @ for inspection. 
em, § (b) Physical Government inspection of the goods must be completed 
red & before the cost is worked out. All inspection notes must be 
x retained as well as complete proof of factory rejections, produc- 
ely tion details, etc. 
ees BS} = (c) Suppliers’ invoices for outside purchases must be submitted as 
fter well as overseas import details. 
rice § =6(d) The Department concerned with the cost investigation follows 
ary @ very closely the principles laid down by the Director of Finance, 
t Department of Munitions. These rules are set out in a pamphlet 
let issued by the Department, a copy of which is available to each 
not & contractor. 
at's (e) The advice of a public accountant regarding the general set-up 


of the costing side of the work is always wise under the 
or circumstances. 


t 

a Selection of Costing Method 

rae It is obvious that in this essay a complete description of all the 
aps fm methods which can or should be adopted in costing for contracts is 
ad. {™ impossible. The range of products—munitions, food supplies, clothing 
to and uniforms, weapons of warfare, vehicles and tanks—makes this out 
res of the question in this outline discussion. In addition, the diversified 
the costing methods and systems in operation would require as much 
yin attention as well if this analysis were to be complete. 

Bearing this in mind, I think the general requirements of the 
subject will be covered if we are able to consider Defence and Govern- 
ment costing from the point of view of— 

ed (1) The small factory. _ ; 

re (2) The larger factory, including the merits or otherwise of the 
wn installation of new cost methods or a new costing system 
nit necessitated by Government work in such a concern. 

a (3) Broad departmentalisation as a basis for costing; and, finally, 
pa (4) Complete cost centre for the control and assembly of all relevant 
oa elements appertaining to the contract cost totals. 

he In the course of the discussion, separate reference must be made to 


ch the official requirements regarding material and labour and particular 
consideration of— 

(a) factory expense and 
(b) administrative expense 


he 
rill 
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from the point of view of their application to the contract and the ite 
allowed and disallowed by the Government under its costing regulation 


The Small Factory 

There are thousands of small concerns—employing perhaps fr 
twenty to thirty hands and under—who are doing a noble job in the 
contribution to the war effort. Before the war, these establishmen 
may have had only half the number of employees, or in some cas@ 
perhaps twice the number, but, be that as it may, costing method 
would not have materially changed. These may have been based 
either one of the “junior” trio— 

(1) Foreman’s estimate. 

(2) Practice of the trade. 

(3) Recorded times and weights. 

It can be said immediately that the first two are not very satisfactory 
either from the Government or any other viewpoint. In fact, in Defend 
work it would be a matter of serious concern if times and material 
were not recorded. By all means, the simplest possible methods shou 
be adopted. For instance, if the articles produced are uniform. 
completed weight can easily be obtained and the only difficulty wi 
probably lie in rejects and losses in manufacture. If there is not so 
definite “‘practice of the trade” regarding losses which can be estabt 
lished beyond doubt, the necessity for booking out material as issue 
and crediting same on return is obvious. No time clock is essential f 
labour booking, but care must be taken to see that complete daib 
records are supplied on the work tickets and not just memos of tots 
productive hours. 

Overhead is just as important as in any larger factory, and in mo 
of these establishments is applied satisfactorily on a yearly average basi§j 
In this connection, it must be remembered that last year’s overhead i 
not necessarily this vear’s, and, if loss is likely to result in this regard 
the following alternatives are suggested— 

(a) Consideration of the prospects of obtaining a further balance of 

balances of the financial accounts either half-yearlv or quarterly, 

(b) Inclusion (if proof is available of their accuracy) of the addition 

overhead item or the increase in same, as the case may be. Thi 
is not usually approved, as the possibility must be faced of othef 
overhead items decreasing. 

(c) Allowing the cost-check to stand over until the next usual balaneg 

period is completed. 

To sum up, no special method is recommended for this class, buf 
rather an appeal made for proper control of material issues and ti 
records of actual labour on the contract operations. Actually, there is 
no method more suitable than the usual job card system wher€ 
applicable. 

(To be concluded.) 
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